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Monetary Stability and Economic Development 
in Italy, 1946-1960 © 


I, Features of the development process between 1946 and 1960: open inflation in 1946 
and 1947; alternating periods of stability and mild inflationary pressures from 1948 to date. - 
II. Plan of the study. - II], The permanent bulwarks against inflation set up in the years 
1947 to 1949. - IV. Their effectiveness in checking demand inflation. - V. Requisites for 
reconciling economic development with monetary stability in relation to the cost of labour. - 
VI. The attainment of these requisites in Italy. - VII. The means whereby the equilibrium 
between saving and investment was reached at steadily rising levels. - VIII. The process of 
income and liquidity-creation. 


I. At the end of the war the Italian banking system showed an 
excess of liquidity in the form of central-bank deposits and Trea- 
sury bills. This excess liquidity was activated by a marked resump- 
tion of demand for credit from the spring of 1946 on. The elasticity 
of supply of goods, however, was high only in two branches of 
industry — engineering and textiles. This was due, in the case of 
the former, to the expansion of productive capacity during the war 
and, in that of the latter, to a production surplus resulting from 
the stagnation of demand. In the sector of primary products (food- 
stuffs, raw materials), on the other hand, and in that of basic 
industrial goods (fuel, electricity, steel, cement), the elasticity of 
domestic supply was very low. The development of an inflationary 
process in 1946-1947, despite considerable unemployment and unused 
capacity in some sections of industry, may be attributed to the 
existence of these disequilibria. 

The courses open to economic policy in a situation of this kind, 
in order to increase the utilization of productive factors without 
aggravating price inflation, could not be adopted in Italy at that 


* This study first appeared in French in “ La Restauration des Monnaies Européennes ”, 
No. 6, 1960 of the Revue d’Economie Politique, Librairie Sirey (Paris), which has kindly 
agreed to the publication of an English version for this Review. The data have been brought 
up-to-date to cover the year 1960. 
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time: the instruments and pre-conditions for an effective and dis- 
criminating control of consumption and investment did not exist, 
and neither exports nor exchange reserves were sufficient to finance 
an adequate volume of imports. 

Inflation was brought to an end in the autumn of 1947, 
when the monetary authorities blocked the excess liquidity of the 
banks by the introduction of a system of obligatory reserves. The 
desired effect upon business expectations and upon public confidence 
was achieved, and the velocity of circulation of money (1) fell 
abruptly. The period of adjustment, characterized by a pause in the 
growth of production, lasted only a few months. 

The halting of inflation was followed by thirteen years of satis- 
factory monetary stability (1948-1960; vide Graph I). Notwithstand- 
ing the rise due to the Korean war, the index of wholesale prices was, 
at the end of 1960, 4°/ lower than the 1948 average. 

In marked contrast with the movements of wholesale prices, 
the cost of living index rose by 40% between 1948 and 1960, and 
the implicit price deflator of the National Product went up in the 
same period by 32°% — i.e. at an annual rate of 2.3%. 

The inflationary element which is apparent in these two indices 
was “ administered ” to the extent that their rise was due to upward 
adjustments in prices in certain controlled sectors, including rents, 
public utility charges and the cost of government services (wages 
and salaries of government servants). The prices of the goods 
and services produced by such sectors were effectively controlled 
and as a result shared only to a very limited extent in the general 
upward price movement of the war and early post-war years. 

In part the inflationary element was also due to the smaller 
gains in productivity in the service sector. When productivity lags 
in some sectors, market adjustment forces may bring about (a) a 
relative reduction in personal incomes in the sectors concerned, 
or (b) a rise in relative prices in favour of these sectors, and as a 
consequence the maintenance of the existing balance between 
individual rewards, a balance supported by the tendency towards 
imitation within social groups. In the case under consideration, 
the forces making for adjustment would seem to have tended prin- 
cipally towards (b) on account of certain factors favouring this 


(1) I am encouraged to use this concept after reading Sir Dennis Robertson's comments 
on the Radcliffe Report (The Banker, December 1959). 
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solution, viz.: 1) Whereas the wholesale prices of industrial goods 
showed some tendency to fall, retail prices were “sticky” downwards, 
any cyclical price rise being thus transformed into a permanent one. 
2) The demand for labour on the part of foreign countries (emigra- 
tion) and of manufacturing industry reduced the pressure of supply 
in the sector acting as a buffer — principally, that is, in tertiary 
activities: transport and communications, distribution, the profes- 
sions, finance, and the civil service, national or local (2). 

It should, however, be noted in this context that the apparent 
rise in consumer prices was partly due to an improvement in the 
quality of goods and services supplied which is not reflected in the 
statistics. 

In certain periods, inflationary pressures originated abroad and 
in the effects of the sliding scale. This point is discussed in sec- 
tion VIII below. 

The National Product almost doubled in twelve years, having 
risen, at constant prices, from 100 in 1947 to 194 in 1959 — at an 
annual rate of growth of 5.794. The variation between the average 
annual rate of the first half of the period (5.894 in 1947-1953) and 
that of the second (5.6%, in 1953-1959) is within the limits of 
approximation of the statistical data. The National Product expanded 
further by 6.85, in 1960. 

The proportion of national income devoted to gross investment 
increased during the period, and at the same time the balance of 
payments on current account improved, and even registered a surplus 
in 1958 and 1959. The proportion of additional income devoted to 
investment rose to a maximum in the four-year period 1954-19575 
when it accounted for approximately one- third of the gross increase 
in income. There was a radical change in the employment of a part 
of this additional income in 1958-1959, when, instead of being 
invested, it went to improve the external balance. The table below 
gives a summary of the changes which took place. 

During the period, employment in the non-agricultural sector 
rose by over 30°; this rise was preceded and accompanied by 
a better utilization of labour in remunerative employment — that 
is, by a reduction in under-employment. Towards the end of the 


(2) V. in this connection: P. Sytos Lasini, “ Prezzi relativi e sviluppo ”, Giornale degli 
economisti, May-June 1957; C. Srcré, “ Componenti strutturali del costo della vita”, Ban- 
caria, November 1958; Ip., Produttivita e prezzi nel processo di sviluppo. L’esperienza 
italiana 1950-1957, SVIMEZ, 1959. 
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period the absorption of labour both at home and abroad consider- 


ably exceeded the increase in the number of new hands coming onto 
the market as a result of the increase in population. This is clearly 


(As a percentage of gross national product) 


























| 
| Gross Invest- Net Investment | Foreign Balance Net National 
ment for Goods and Saving 
| (1) (2) Services (3) (4) = (2) + (3) 
| 
1948 — 1951 | 19.8 10.8 - 1.8 9.0 
1952 - 1955 | 21.2 11.9 - 2° 9.2 
1956 — 1957 23.1 13.6 - 1.5 12.1 
1958 — 1959 22.6 | 13.2 1.3 14.5 
1960 | 24.9 15.0 0.1 15-1 


shown in the noticeable fall in the number of statistically recorded 
unemployed. 


Il. Italy thus achieved thirteen years of reasonable monetary 
stability, together with a high and constant rate of growth, which 
brought with it an improvement in the level of employment. 

With good reason, this achievement has attracted the attention 
of many Italian as well as foreign economists; in spite of the dif- 
ficulties caused by frequently incomplete statistics, they have sought 
to pinpoint the distinguishing features of Italy’s development process 
and have used her experience in order to define more closely the 
relationships between monetary stability and economic develop- 
ment (3). 


(3) On this point the following articles are of particular interest: E.C. Simpson, 
“Inflation, deflation and employment in Italy”, Review of Economic Studies, vol. XVII, 
N. 44, 1949-50; P. Saraceno, “ Business fluctuations in the Italian economy”, in The 
Business cycles in the post-war world, International Economic Association, London, 1955; 
B. Foa, “The Italian economy: growth factors and bottlenecks”, Banca Nazionale del 
Lavoro Quarterly Review, October-December 1953; V.C. Lutz, “Some characteristics of 
Italian economic development, 1950-1955”, JIbid., December 1956; G. Acxtey, “ The 
‘Keynesian ’ analysis of Italian economic problems”, Idid., September 1957; F. di Fenizio, 
“ Development and short cycles in Italy between 1950 and 1957”, L’industria, July-September 
1957; V. C. Lutz, “ The growth process in a ‘dual ’ economic system”, Banca Nazionale del 
Lavoro Quarterly Review, September 1958. 
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The purpose of this article is to examine the aims and methods 
of the monetary policy followed (4) (Sections III and IV) and the 
basic conditions which have made it possible to preserve monetary 
stability and at the same time achieve a high rate of growth 
(V to VII). A short description of the two related processes of 
income and liquidity creation is presented in the last Section (VIII). 


III. The main defences of monetary stability were set up in the 
two years between the autumn of 1947 and that of 1949. They 
were threefold: (a) the regulation of bank liquidity; (b) restrictions 
on Treasury recourse to the Central Bank and on parliamentary 
powers as regards government expenditure; and (c) replenishment 
of the gold and foreign exchange reserve. 


(a) The stabilization measures of 1947 are linked with the name 
of Luigi Einaudi. He became Governor of the Bank of Italy in 
January 1945 and Vice-President of the Council of Ministers and 
Minister of the Budget in May 1947. In his new capacity, he at 
once proceeded to implement the stabilization programme, the main 
lines of which he had defined as Governor of the Bank. In July 
an interministerial committee for credit policy was set up, and the 
power of bank inspection which the Banking Law of 1936 had 
assigned to a ministerial body was restored to the Bank of Italy. 
In August the committee introduced a system of obligatory bank 
reserves which was intended to mop up the remaining excess 
liquidity of the commercial banks. 

Overall compulsory reserve requirements were fixed at approx- 
imately 25°% of deposits and have not since been altered; they 
were extended to cover Savings Banks in 1958. But the banks, of 
their own initiative, have from time to time varied (as the law 
permits) the proportion held in Treasury bills and deposits with 
the Central Bank. In addition Treasury Bonds with a term exceed- 
ing one year were made ineligible for use as reserves in 1953. 
Lastly, the Central Bank has varied (over a range from 100°, to nil) 


(4) A more complete analysis of this subject is to be found in “ Monetary Developments 
in Italy from the war economy to limited convertibility”, Banca Nazionale del Lavoro 
Quarterly Review, December 1958. 

A masterly exposition of the technique of monetary control was made by the former 
Governor of the Bank of Italy, D. Menicuetta, in “The contribution of the banking 
system to monetary equilibrium and economic stability: Italian experience “, Banca Nazionale 
del Lavoro Quarterly Review, January-June 1956. 








~ Banca Nazionale del Lavoro 


the proportion of obligatory deposits transferred to the Government 
by its own investments in Treasury Bills. These three variations 
were not mainly intended to regulate liquidity in order to meet the 
needs of the business cycle: the use made so far in Italy of obligatory 
reserves has been rather to channel to the public sector a considerable 
proportion of the expansion of bank credit. 

The part directly played by the Central Bank in the creation 
of bank liquidity (and therefore in helping the banks to meet their 
obligatory reserve requirements) was confined in the main to meet- 
ing seasonal needs, with the one important exception of the re- 
discounting of cereals stock-pile paper within the limits allowed by 
the law. No other right of automatic access to the Central Bank 
was granted, either in the form of rediscount ceilings or in that of 
preferential treatment of certain kinds of paper. Italy was probably 
impelled to adopt this degree of severity in her monetary policy by 
the pre-war experience of the inflationary effects inherent in privi- 
leged recourse to the Central Bank. 


(b) By the legislative decrees of December 1947 and May 1948, 
the Treasury was forbidden to seek advances from the Central Bank 
unless empowered to do so, for specific amounts, by a special 
appropriating law. The Treasury was, however, allowed a degree 
of cash elasticity by means of overdraft facilities on the current 
account which it maintains with the Central Bank. But the Treasury 
debit balance may not at any time exceed an amount equal to 15°, of 
the expenditure provided for in the current section (parte effettiva) 
of the Government budget. 

The Republican Constitution came into force at the beginning 
of 1948. Professors Einaudi and Vanoni had, during the delibe- 
rations of the Constituent Assembly (of which they were both 
members), proposed a formula for the limitation of Parliamentary 
initiative in matters of- expenditure. The rule was set down in 
article 81 of the Constitution that “ The finance bill cannot impose 
new taxes or provide for new expenditure. Any other law which 
entails new or increased expenditure must specify the means by 
which that expenditure is to be met”. 


(c) At the end of November 1947 the exchange rate was raised 
from 350 to 575 lire to the dollar. The new exchange rate made 
ample allowance for the depreciation of the lira caused by the price 


inflation which had taken place up till September 1947 and had 
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been brought to an end only two months before the new rate was 
set. This rate, as well as a liquidity squeeze, led to the expansion 
of exports and to the repatriation of capital. 

Various factors were responsible for the increase in foreign ex- 
change holdings in 1948. Following the restoration of monetary 
stability, speculative demand for stockpiling petered out. The sta- 
gnation of production during the first few months following deva- 
luation reduced current import needs. A considerable volume of 
imports was made available free under the Marshall Plan or by 
means of credits from the Argentine Government and the Export- 
Import Bank. Net sales of foreign exchange to the Central Bank 
began to make themselves felt as one of the factors permitting 
internal liquidity to rise to the level which was demanded by the 
public now that price stability had been restored. 

The government budget deficit, however, continued to be the 
main liquidity-creating factor during 1948. 

In 1949 massive imports of foreign goods were made available 
as grants-in-aid to the Italian Government, which released them 
for sale on the market, thereby generating a strong deflationary 
effect. The upshot was an expansion of exports to which external 
factors also contributed and especially the overvaluation of the 
pound sterling up to the end of September. All in all, the net 
accumulation of gold and foreign exchange reached 368 million 
dollars over the year and was the main factor in broadening the 
credit base. By the end of the year the foreign exchange holdings 
stood at goo million dollars. 


IV. The effectiveness of the basic monetary measures discussed 
in the preceding section was strengthened by the adoption of various 
subsidiary provisions, which pertain to monetary tactics rather than 
strategy. Such provisions have been analyzed by Governor Meni- 
chella, who was principally responsible for their implementation, 
in the work cited in foot-note 4. We would note here in particular: 


— The requirement of an express authorization by the Bank 
of Italy for the extension of credits exceeding one-fifth of the capital 
(including reserves) of the lending bank. The assessment of the 
banker’s risk remains the responsibility of the lender; the Central 
Bank’s decisions are based on its view of the general credit situation 
and of the purpose of the intended loan. It would appear that 
the Bank has (occasionally rather than systematically) used this 
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means of control in order to avoid the use of bank credit for the 
financing of fixed plant (except for preliminary financing when it 
is agreed that it will be covered later by recourse to the capital 
market) or for speculative stock-piling. 


— The authorization of a ministerial committee which is neces- 
sary for capital issues, be they in the form of corporate shares or 
debentures or of debentures floated by institutions specializing in 
industrial credit. Treasury authorization is required for the placing 
of loans abroad. 

The coordinated application of these controls has been aimed 
at steering industrial enterprises towards the right balance among 
the various forms of external financing for their investment needs, 
namely among the issue of shares or debentures, long- or medium- 
term borrowing from industrial credit institutions, and borrowing 
from commercial banks. 


— Control over the volume and conditions of loans to banks 
out of official foreign exchange holdings. 


— The use of regulatory powers and of “ moral suasion” in 
matters such as the limits to be observed by the banks in seeking 
and using short-term foreign funds. 


— The issue of government bonds, both long and medium- 
term, effected from time to time in amounts which are related 
to the market’s liquidity position. These issues partly discharge the 
function which elsewhere devolves on open market operations. They 
are raised by bank syndicates over which the Bank of Italy presides. 


Although the Central Bank availed itself of these manifold 
possibilities of intervening, the policy of monetary stability continued 
on the whole to be pivoted on the measures that had been taken in 
1947-1949 and which proved sufficient to stand up to the impact 
of domestic and international developments. 

It has already been pointed out that the obligatory reserve 
requirements laid down in 1947 have remained unchanged. It should 
be added that a systematic open market policy has not been pursued 
and that the official discount-rate was not changed for eight years 
in a row (April 1950 - June 1958). 

At first sight, it may appear somewhat paradoxical that a mone- 
tary policy with such unsophisticated means at its disposal and so 
sparing of its interventions should have met with a larger measure 
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of success than others equipped with far more flexible and elaborate 
tools. In order to clarify this apparent paradox, it is perhaps neces- 
sary to consider a number of points, which involve a broadening 
of the discussion from the conditions governing the supply of money 
to cover those governing general economic equilibrium. 


(a) Among the former, a preponderant responsibility for the 
monetary difficulties of many countries — and particularly of those 
suffering from repressed inflation — must be attributed to the large 
volume of liquidity, and of monetizable public debt, left over from 
the war. In the case of Italy, however, the National Debt was 
almost completely wiped out by inflation, and the excess bank 
liquidity which existed in the spring of 1946 was largely mopped 
up by the burst of inflation in May 1946- September 1947. What 
remained of it was thereafter absorbed by the introduction of obli- 
gatory reserves. 

The small size of the public debt has mitigated the problem 
of its management. Budgetary deficits have mainly been financed 
by the continuous issue of one-year Treasury Notes and by their 
voluntary conversion into medium-term bonds by funding operations 
which have generally taken place at yearly intervals. 

The relative ease with which these issues were taken up must 
be attributed to the need to build up afresh the financial assets des- 
troyed by the inflation — a need which first showed itself with 
regard to the more liquid assets (bank-notes and sight-deposits), and 
thereafter spread to savings-bank deposits, money-market paper and 
capital market securities. 

The total recorded value of financial assets (bank-notes, deposits, 
shares and securities) increased from 3,300 billion lire in December 
1947 to 32,000 billions in December 1960: that is to say, from 54° 
of the Gross National Product in 1947 to 170°/ in 1960. 


(b) During the period under consideration, both the commercial 
banks and the Central Bank took up government securities by invest- 
ing obligatory reserves. They were, however, mainly placed outside 
the banking system. The demand for business credit, indeed, was 
so strong that the banks devoted nearly all their available resources 
to meeting it, after complying with their reserve obligations. As a 
result, the risk of monetization of government securities, held by the 
banks over and above the compulsory reserve requirements, arose 
only at times of large liquidity creation, namely in 1952, when the 
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Treasury deficit was expanded under conditions of slight economic 
recession, and in 1958-1959, two years marked by large acquisitions 
of gold and foreign exchange. 

Some resort to Central Bank credit was also had by the 
Government through the gaps left open by the 1947-1948 legislation, 
namely the re-discount of bills drawn on cereal stocks (losses in 
respect of which are ultimately borne by the Treasury), special 
advances for fixed sums authorized by ad hoc appropriating legisla- 
tion, and overdrafts on current account. Such borrowing has, how- 
ever, been kept within moderate limits, both by reason of the ample 
opportunities of raising money on the capital market and of the 
constant downward tendency of the budget deficit with the steady 
increase in receipts, particularly after 1952-1953. Receipts other than 
loans in fact rose during the thirteen years of stability, from 850 bil- 
lion lire in the financial year 1947/48 to 3,600 billions for 1959/60, 
and the proportion of expenditure covered by these receipts grew 


from 81° in 1952/53 to 94% in 1959/60. 

(c) Once the two objectives of monetary stabilization and the 
rebuilding of the gold and exchange reserves had been attained 
(between 1947 and 1949), the Government concentrated on economic 
development, in particular in the South. The Cassa per il Mezzo- 
giorno, a State development agency responsible for a special pro- 
gramme of public works, was established in 1950. In 1954, a ten-year 
development plan was formulated (and presented to OEEC). This 
plan was named after Professor Vanoni, the then Minister of the 
Budget. 

After the outbreak of the Korean War, and especially during 
the first half of 1951, speculative stock-piling of imported goods and 
the deterioration in the terms of trade (due both to a rise in f.o.b. 
prices and to an increase in freight rates) resulted in some loss of 
exchange reserves, which was, however, eased by the incurring of 
a debit balance within the European Payments Union. | 

The situation was reversed in the second half of the year, par- 
ticularly as a result of a boom in textile exports. This led the 
Government to embark upon a programme of far-reaching trade 
liberalization. 

The trade balance deteriorated again in 1952-1953 owing to a rise 
in internal expenditure and to more specific factors making for a 
large increase in imports. The expenditure of the Cassa per il Mez- 
zogiorno, which had been limited in its early stages, attained sub- 
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stantial dimensions in 1952-1953. Other factors contributing to the 
increase of domestic expenditure during these two years included 
the use of lira counterpart funds accruing from Marshall Aid, 
government expenditure on public works and the incentive pro- 
gramme initiated in July 1952. The volume of imports increased 
owing both to trade liberalization in 1951 and to government financ- 
ing of imports of machinery; exports, on the contrary, were adver- 
sely affected by the end of the post-Korea boom (of which the 
textile industry had been the main beneficiary in Italy) and by the 
reintroduction of import quotas by France, as well as by the United 
Kingdom and other countries in the sterling area. These fluctuations 
in the balance of payments vindicated the policy of giving priority 
to the rebuilding of foreign exchange reserves over the expansion 
of national expenditure, since, by cushioning the impact of changes 
in the foreign balance, the external reserves allowed import libe- 
ralization and the expansion in investment to proceed smoothly. 
It is a well known fact that in certain other countries the pace of 
advance in both directions was more uneven, the state of the 
foreign balance often acting as a constraint. 


V. Empirical research has so far made only a modest contribu- 
tion to ascertaining the relations between monetary stability and 
growth. 

In recent articles, two economists of the Federal Reserve Board, 
Marget and Furth, have attacked the line of thought that inclines 
to inflation, and which is expounded in the United Nations World 
Economic Surveys and in the works of the late S. Slichter. They 
think that the experience of numerous countries at different stages 
of economic development shows some negative correlation between 
the rate of inflation and the rate of growth (5). 

In this context, particular mention should be made of the 
empirical studies which have been carried out in England by 
A.J. Brown, Dow and Dicks-Mireaux on the relations between 


(5) A. W. Marcer, “ Inflation: some lessons of recent foreign experience ”, communica- 
tion to the annual meeting of the American Economic Association, 8 December 1959, 
American Economic Review, May 1960; J. H. FurrH, “On United Nations economics”, 
World Politics, vol. XII, n. 2, January 1960; S. H. Sticnrer, “On the side of inflation ”, 
Harvard Business Review, vol. 35, n. 5, September-October 1957; by the same author see 
also “ Slow inflation: an inescapable cost of maximum growth rate”, statement before the 
Joint Economic Committee of the Economic Report on 20 March 1959, Commercial and 
Financial Chronicle, 26 March 1959. 
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the movements of wages and those of prices and employment (6). 
Such studies confirm the asymmetrical nature of these relationships: 
wages are sticky in periods of recession when prices and employ- 
ment are declining, while under conditions of nearly full employ- 
ment they catch up on any previous increase in the cost of living, and 
are very elastic with respect to the demand for labour. But, in 
addition to the two variables — the cost of living and the demand 
for labour — the equation of the movement of wages in the cir- 
cumstances described shows a constant. This implies that, even if 
the cost of living were stable and there were no excess demand for 
labour, wages would rise over time. Dicks-Mireaux and Dow have 
estimated this constant at 244° per annum for the period 1946- 
1956 in the United Kingdom. 

Their finding could be of crucial importance in defining the 
requisites for the reconciliation of full employment and monetary 
stability and is worth testing for other free-enterprise economies. 
In the model described above, this reconciliation would seem pos- 
sible only when the increase in productivity is great enough to 
offset the permanently inflationary effects inherent in wage nego- 
tiations. Whereas certain writers regard monetary stability, and 
others inflation, as underlying economic development, in the model 
discussed above the causal relationship is reversed, price movements 
being determined by the extent to which the rate of development 
(in real terms) can offset the constant term in the wage equation. 
(The monetary effect may, however, along with the prime factors 
of the process, determine the subsequent rate of development.) 

The same conclusion is perhaps reached by applying a different 
interpretative model — proposed by Kaldor (7). In his model, 
investment — and hence development — depends upon the main- 
tenance of a margin in the rate of profit over the interest rate, this 
margin being a direct function of the rate of growth in monetary 
terms of the national product. Factor availability may be sufficient 
to permit a growth of income in real terms large enough to establish 
such a margin. When, however, it is not adequate for this pur- 


(6) A.J. Brown, The great inflation: 1939-1951, Oxford 1955; J.C.R. Dow, 
“ Analysis of the generation of price inflation. A study of cost and price changes in the 
United Kingdom, 1946-1954”, Oxford Economic Papers, October 1956; L. A. Dicks-Mireaux 
and J.C. R. Dow, “The determinants of wage inflation: United Kingdom 1945-56”, 
Journal of the Royal Statistical Society, A (General), vol. 122, 1959, p. 2. 
(7) “ A Model of economic growth”, Economic Journal, December 1957. 






} 
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pose, a degree of inflation sufficient to create the necessary in- 
crease of income in monetary terms must be accepted. The con- 
flict between monetary stability and growth which this implies is 
all the more likely to arise, the more unfavourable the conditions of 
economic equilibrium, mainly as regards the availability of real 
resources, the supply of labour and the productivity of additional 
amounts of capital and labour. 


VI. The theoretical models just mentioned suggest lines of ana- 
lysis and interpretative criteria which yield satisfactory results when 
applied to Italy’s experience over the past fifteen years. 


(a) The availability of real productive resources improved in 
more than one way: 


1) Defeat and inflation permitted a substantial reduction 
in the Government’s burden in respect of defence, colonies and servic- 
ing the National Debt. In the three financial years 1936/37 to 
1938/39, expenditure under these heads averaged 66°/, of total bud- 
getary expenditure; it averaged 25° between 1948/49 and 1958/59. 
In the case of expenditure for the colonies and defence, this saving 
implied a release of real resources (including much needed managers 
and skilled workers) for productive employment. 


2) Over the past few years, substantial mineral resources 
(natural gas, petroleum, potassium deposits) have been discovered 
and harnessed to industrial uses. 


3) The history of the past forty years in Europe provides 
many examples of periods of slack production connected with 
balance of payments difficulties. At the root of such difficulties 
there were factors which varied from country to country — a decline 
in important export flows, a misdirected foreign exchange policy, 
and so on. Of a more general nature, however, were the difficulties 
of the ten years which witnessed the disintegration of the interna- 
tional economic system — extending from the collapse of the gold 
exchange standard to the outbreak of the Second World War. The 
latter developments hit Italy particularly hard. The Government of 
the time, in its usual mood of bellicose nationalism, attempted 
unsuccessfully to overcome the external difficulties by a policy of 
economic self-sufficiency, undeterred by the dearth of national re- 
sources available to replace imports. 
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After the end of the Second World War, a combination of 
favourable circumstances helped to release the Italian economy from 
the strait-jacket of its balance of payments deficit. These factors 
are so well known as to require only cursory mention. 

The slash in military expenditure entailed the disappearance of 
some onerous import requirements, for example, metals and crude 
oil. A large amount of productive capacity in the engineering and 
textile industries, which had hitherto been absorbed by military pro- 
curement, was released for export production. Some of the new 
items manufactured were a great success on foreign markets. A 
huge amount of raw and semi-manufactured materials which could 
be embodied in exports was provided free by the United States. 
Engineering exports moved steadily forward, while textile exports 
flourished in periods when foreign demand was high (1951). 

The loosening of the ties between certain European countries 
and their colonies gave Italy a better chance of obtaining a footing, 
both as an exporter and as a contractor, in areas previously subject 
to preferential measures. The progressive unfettering of world trade 
from quantitative restrictions has allowed trade relations to be deter- 
mined as in former days mainly by consumer preferences, both on 
the domestic and on the international level. The growth of income 
has oriented consumer choices towards the non-essential and quality 
products in agriculture, industry and handicrafts, for which, by 
reason of her natural and social environment as well as her economic 
structure, Italy is often highly competitive. 

The invisible balance has also benefited from the easing of 
travel restrictions, Italy has been host to ever-increasing numbers 
of tourists, and there has been substantial emigration of Italian 
labour to full employment countries. 


(b) In the ten years 1951 to 1960, the supply of labour (employed 
and jobless) increased by about 2.2 million units, of which 800,000 
were absorbed by net emigration. The growth of non-agricultural 
employment attained 2.9 million units, which were drawn from the 
additional supply of labour (the 1.4 millions that did not emigrate), 
from the reduction in agricultural employment (goo thousand), and 


from the pool of unemployed (600 thousand) (8). 


(8) The above data are derived from a study by SVIMEZ on the growth of employment 
in Italy from 1950 to 1957 (Rome, 1959) and from official documents for the years 1958-1960. 





Monetary Stability and Economic Development in Italy, 1946-1960 17 


The ample labour supply undoubtedly exerted a restraining 
influence upon wages. Lack of response to aggressive Union policies 
on the part of the organized workers was only one of the factors 
making for moderation; the absence of a Trade Union monopoly 
and the financial weakness of the Unions also worked in that direc- 
tion. A concurring influence of a more general nature is to be found 
in the country’s industrial structure. 

Italy is characterized by the co-existence of a multitude of enter- 
prises of very different sizes and degrees of efficiency in all fields 
of industrial activity (and even in numerous commercial and service 
activities). There are also very wide regional differentials of income. 
In such circumstances, minimum negotiated wages tend to be settled 
at levels that will not weigh too heavily upon the less efficient 
enterprises, and to be therefore below the wage rates actually paid 
in economic areas (regions or enterprises) where productivity i 
higher. (It should be noted, however, that the scope of the previous 
remark is limited by the provision often made in national labour 
contracts for a certain degree of regional differentiation). A policy 
of moderation in wage negotiations tends to be self-perpetuating, as 
it leads to the growth of employment and thereby of per-family 
income. and to price stability. The extensive application of the 
sliding-scale to wages also seems to have favoured this policy of 
moderation. 


(c) The widespread influence of technical progress must of course 
be mentioned. Italy, in terms of technical progress in the develop- 
ment of peace-time goods, had lagged behind because of the war; 
but she caught up when she reestablished contacts with the flow of 
ideas and goods on a world wide scale. 

In many cases, the change-over from war- to peace-time pro- 
duction afforded a chance to apply new techniques and to enter 
new fields of production. These new or rapidly developing indus- 
tries include the petro-chemical (plastics, detergents, synthetic rubber 
and fibres) and electronic industries, some branches of engineering 
(scooters, office-machines, household durables) and the pharmaceu- 
tical industry (anti-biotics). 

The transfer of factors of production from declining to expand- 
ing industries was assisted by the highly diversified structure of 
industry in the developed regions and particularly in Lombardy. 


2 
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(d) In the analysis so far, care has been taken not to include 
among the prime movers of the development economic magnitudes 
which are in fact determined, to some extent, by the process itself. 

The variables discussed under the three preceding heads may 
be considered as autonomous. The changes in the availability of 
real resources described under (a) were due to political factors affect- 
ing the volume and structure of Government expenditure, to mineral 
discoveries and again to political as well as to external economic 
influences affecting the foreign balance. Variations arising from 
saving in the private sector, which as such are related to the growth 
of income, were not considered. The changes in the labour supply 
listed under (b) were essentially governed by the natural increase 
in population. Innovations mentioned under (c) may be considered 
partly as a function of time, partly as the result of outside influences. 

To pursue our sketchy description of the development process, 
attention should now be directed to such factors as are partly deter- 
mined by the process itself, but in turn help to give it a cumulative 
nature. Increases in labour productivity brought about by changes 
in factor proportions belong to this class. 


(i). The relation between the volume of production and the 
quantity of a factor (capital or labour) used in the process of pro- 
duction is often considered as an index or as a measure of the pro- 
ductivity of that factor. One thereby neglects the contribution of 
the other factor. Additional units of one factor result in a less than 
proportional increase in production: thus, the productivity of addi- 
tional units of the factor, as measured above, decreases. For example, 
an increase in investment, while labour remains constant, results in 
a fall in the productivity of capital (the capital-output ratio rises) 
and in an increase in that of labour (9). 


(ii). If we take two countries with different amounts of capital 


per worker, other things being equal: 


— Given equal ratios of gross investment to national product, 
the ratio of net investment to national product is higher in the 
poorer country (where depreciation is lower). 


(9) Among recent studies seeking to determine empirically the variations in production 
as a function of the three factors — labour, capital and organization — mention must be 
made of that made for Norway by O. Avuxrust, “Investment and economic growth”, 
Productivity Measurement Review, February 1959. 
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— Given an equal ratio of net investment to national product, 
the ratio of net investment to national wealth is higher in the poor 
country, and therefore the rate of growth of its national product is 
also higher. 


— The rate of growth will be the same if the ratios of net 
investment to national wealth in the two countries are in the same 
proportion to the respective amounts of capital per worker. 


In the light of these relationships, the Italian situation may be 
described as follows: 


Under (i), Italy is, like Japan, Austria and Germany, one of 
the countries in which the employment of both capital and labour 
has increased greatly during the last ten years. In these four coun- 
tries, the increase in total employment has been accompanied by a 
noticeable shift from agricultural to non-agricultural employment, 
and in particular to the high-productivity manufacturing sector. 
These countries have shown the highest growth-rates attained in 
the non-communist world over the decade (10). 

With regard to (ii) above, Italy was to be classed, at the start of 
the reconstruction period (and to a lesser extent today), among 
the countries with a relatively small endowment of capital per 
worker. It would therefore have been sufficient for her (as for 
Japan and Austria) to maintain a rate of net investment lower 
than that of richer countries in order to develop at the same rate 
as they — though keeping the same relative lag. A rate of net 
investment just equal to that of richer countries would have been 
sufficient to allow her to catch up completely in the long run. In 
fact, Italy, Austria and Japan achieved higher rates of gross invest- 
ment and therefore much higher rates of net investment than the 
richer countries (with the exception of Germany). These examples 
seem to suggest that a rapid development towards similar economic 
levels is under way in industrialized countries. 


(e) The growth process is characterized by a shift in marginal 
demand from foodstuffs to manufactured goods. In the most 
advanced stages of development, services assume a growing import- 


(10) See in this context the report of the Bank for International Settlements for the 
financial year 1959/60 (XXX), chapter II, where, among other questions, the influence of 
the nature of investments upon productivity is discussed. 
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ance — as evidenced by the United States today. Agriculture (under 
Italian conditions) and services (as a general rule) permit smaller 
increases in productivity than manufacturing, where the expansion of 
the market makes it possible to reap the benefits of mass-production. 
Italy finds herself at present in the intermediate stage where the 
orientation of marginal demand towards manufactured goods permits 
the relative expansion of those segments of industry where the fall 
in costs, as the volume of output increases, is particularly rapid. 


The growth factors discussed under (d) and (e) are not auto- 
nomous like those treated under (a), (b) and (c). The relative growth 
of the high-productivity areas discussed under (d) was obtained by 
means of high levels of investment. Productivity per worker in the 
steel industry, for example, doubled in five years, between 1953 and 
1958, owing to very large additions to capital. The same pattern 
was repeated, more or less, in the automobile industry. 

It must therefore be concluded that the factors outlined under 
(a), (b) and (c) set in motion a process of growth which, in turn, 
gave rise to the factors discussed under (d) and (e) and, in particular, 
to an increase in saving and investment such as to render it self- 
supporting. 

In the public sector, the initial stimulus was applied directly to 
investment by means of a transfer of resources previously devoted 
to unproductive uses. In the private sector, the process was less 
straightforward; the massive contribution from abroad of raw mate- 
rials, foodstuffs, fuel (and also of vehicles and machinery) allowed 
a rapid resumption of the production cycle. The propensity to con- 
sume did not keep in step with the growth of income, and savings 
rose. This tendency was encouraged after 1947 by monetary stability 
— and conversely. 


VII. Western countries have repeatedly, particularly since the 
First World War, suffered from under-employment of resources even 
outside cyclical downswings. This has been due to maladjustments 
between the various parts of the economy. There may, for instance, 
be 1) under-utilization of the production potential on account of 
balance of payments difficulties due to the exchange rate being to 
high; 2) underemployment of resources due to restrictive monetary 
policies aimed at checking cost inflation, or to maladjustments 
between labour productivity and wage rates; 3) under-employment 
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of resources, or a slackening in the rate of capital formation, due 
to frustrated saving arising from a low investment propensity. 

To give a few instances, at different periods of time both Italy 
and the United Kingdom suffered from under-utilization of pro- 
ductive capacity due to balance of payments difficulties (condition 1). 
This state of affairs as well as the under-employment of resources 
arising from cost-inflation would seem to some extent to apply to 
the United States today (condition 2). But, as was shown above, 
neither situation applied to Italy during the fifties. Permanent 
unemployment was in the past, and to a lesser extent is in the 
present, characteristic of Italy, and especially of the South. 

Condition 3, namely an excess supply of saving, seems to be 
of no real importance except in the case of mature economies or 
of those where the habit of hoarding is widespread, neither of which 
was the case in Italy in the fifties. It does not seem idle to ask, 
however, why the growing propensity to save (discussed at the end 
of the previous section) did not set a deflationary spiral in motion. 
In other words, how could saving and investment be equated at 
steadily rising levels making possible the increasing utilization of 
the under-employed factor. Among the mechanisms which brought 
about this desirable result the following ones may be mentioned: 


(a) The public sector invested an amount much larger than its 
own saving, as measured by the excess of current receipts over current 
expenditure, contracting debts to the private sector via the capital 
market and the banks. Approximately one-quarter of the over-all 
increase in financial assets, other than shares, during the thirteen 
years 1948 to 1960 (4,600 billion lire in a total of 18,100 billions) 
was made up of borrowing by the central government. 


(b) As was already observed, the progressive liberalization of 
world trade and the state of creeping inflation which were outstand- 
ing features of the international scene after World War II fostered 
Italian exports. As a result, and owing to the contribution of foreign 
aid and capital (the latter mainly in the form of direct investment 
and long-term loans), Italy’s gold and foreign exchange holdings 
have gone up since 1947 by an amount equivalent to roughly 1,500 
billion lire. The inflow of capital was particularly large in the 
years 1948, 1958 and 1959. During the years 1958 to 1960 the coun- 
try was a net exporter of goods and services. The year 1949 wit- 
nessed an accumulation of government claims on the Central Bank 
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in the form of credit balances accruing from the counterpart funds 
of Marshall aid. In 1958 and the first half of 1959, the rate 
of investment sagged. The year 1959 as a whole was again marked 
by the building-up of Treasury deposits at the Central Bank. 

It seems clear that economic relations with the rest of the world 
have served to neutralize the deflationary pressures of occasional 
excesses of government receipts (from taxation, external aid, and 
long-term loans) over expenditure and of reductions in the vo- 
lume of fixed investment and the level of stocks (11). Under 
the regulations in force during the period under consideration, 
foreign currencies were surrendered to the Central Bank at fixed 
exchange rates. As a result the reflationary effect of net currency 
inflows was felt both on the profits and the activity levels of firms 
for which a weakening of internal demand could be offset by the 
expansion of exports, and upon banks, which, as their liquid reserves 
grew, were encouraged to expand credit. 


(c) One tenth of the growth of Central Bank assets between 
1948 and 1960 was due to the increase of claims on the government: 
the other nine tenths was due to the acquisition of exchange reserves 
(see table below). This growth became the basis for the expansion 
of credit by the commercial banks, which was mainly directed to 
the private sector, and which proceeded without interruption over 
the period, engendering an equivalent investment expenditure, with 
multiplier effects on the flow of profits and other incomes. It was 
only in some phases of the cycle (1951-1952) that the elasticity of 
supply was unable to satisfy the additional demand and that the 
gap between the two caused a rise in prices and net imports. 


(d) Undistributed company profits are as a rule invested either 
in the business itself or.in those of associated firms. The problem of 
the possible deflationary effect of a dissociation between saving and 
investment decisions, therefore, applies principally to the non-cor- 


(11) The possibilities of using external demand to compensate for a slackening in home 
demand will diminish as the interdependence of economies increases, since cyclical swings 
affecting a given country will spread with greater rapidity beyond its boundaries, It might 
be argued that the greater stability of economic development in Europe in comparison with 
the United States over the last decade was also due to the degree of economic integration 
between countries being smaller than between regions, and allowing of a greater variety of 
expansionary and contractionary impulses being simultaneously exerted. 
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porate sector. But in the Italian economy there exists a large area in 
which savings are neither strictly corporate nor strictly personal. 
This is the area of family businesses and partnerships, in which 
savings of a mixed nature (part personal, part business) are, to some 
extent at least, invested in the saver’s own business, be it agricultural, 
commercial or industrial. 


(e) In the households’ sector there has been a flow of invest- 
ments for house purchase, financed either by direct saving on the 
part of the buyer or by borrowing. In the thirteen years between 
1948 and 1960, investment in houses accounted for 23° of gross 
investment: the volume of mortgage bonds outstanding increased 
by 670 billion lire, equal to 4% of the total recorded formation of 
financial assets, as defined under a), above. 


OUTSTANDING CREDITS OF THE BANKING SYSTEM BY ECONOMIC SECTORS 
(Billion lire, position at the end of the year) 
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Debtors 1948 1960 1948 1960 1948 1960 
aa a a a 56 72 -56 -72 _ 
Public Sector . . . . | 947 1,168 406 2,187 | 1,353 | 35355 
Private Sector . . . . 48 47 1,080 | 7,957 | 1,128 8,004 
Other Countries. . . . 174 2,069 - | 98 174 2,167 
| | 
TWetet «21s « 1,225 35356 | 1,430 | 10,170 2,655 | 13,526 


(f) Over the last three years, during which a balance of payments 
surplus on current account was achieved, the average rate of interest 
has fallen from 7.394 to 5.394 on government bonds and from 7.3% 
to 5.6% on debentures issued by houses specializing in industrial 
credit. 

To sum up, the two-way adjustment between saving and invest- 
ment took place at high levels owing to a number of mechanisms: 
direct investment on the part of companies, small firms and indi- 
viduals, an excess of investment on the part of the public sector, and 
the fall in the rate of interest. During 1958, 1959, and the first half 
of 1960 a large export balance has assured the continuity of the 
process of income growth, in spite of a tendency for saving to outrun 
investment. 
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VIII. To help the reader get a comprehensive picture of the 
period under review, two graphs are presented in this final 
section (12). In graph 1, it has been thought proper to use as a base 
1948, namely the first post-stabilization year. For price series, the 
use of 1947 would have been misleading. To illustrate: because 
of the rapid price rise during the first nine months of 1947, the 
implicit price index of the national product showed an increase of 
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12% between 1947 and 1948, although, in fact, the tendency of 
prices during 1948 was downwards. 

During the twelve years 1949 to 1960, about seven-tenths of 
the growth of the National Product at current prices was due to 
an increase in volume, and the remaining three tenths to the rise 
in prices. The real growth element was more stable than the 
inflationary element; and a slight negative correlation between the 
two, reducing the fluctuations in the total movement at current 
prices, is discernible. The three average annual rates of growth 
and their respective mean deviations (given in brackets) are: for 


(12) The two graphs are the work of Dr. A. Occhiuto, to whom the author is also 
greatly indebted for his comments on this paper. 
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the national product at current prices 8.3 (2.0); for the real com- 
ponent 5.8 (1.4); for the inflationary component 2.3 (1.4). 

The inflationary element was high for the years 1950 (4.1%), 
1951 (8.49%) and 1956 (3%), and was also considerable in 1958 
(2.4%). In the first two years mentioned, this was due to the Korean 
war. In 1956 and 1958, bad harvests affected the wage-price spiral. 
Indeed, given the widespread use of the sliding scale, temporary rises 
in the price of food-products cause rises in wages and are thus incor- 
porated in industrial costs. In this case, the products concerned 
were mainly non-staples (olive oil, wine, fruit, vegetables), the 
markets for which are more susceptible to changes in domestic crops, 
as they are less easily stabilized by imports. Thus to the price- 
increasing factors which were mentioned in section I as exerting a 
continuous influence throughout the period (upward adjustments in 
administered prices, increasing cost of commercial services), there 
should be added certain other factors which exerted only a temporary 
influence: the extension to Italy (under the present system of fixed 
exchange rates) of the effects of the Suez and Korea crises, and 
bad weather, reflected in higher prices as a result of a wage-fixing 
mechanism which is over-sensitive to chance reductions in supply. 

But the recent evolution of the balance of payments situation 
shows that, as a whole, inflationary pressures have perhaps been 
weaker in Italy than elsewhere, and in the long run have been just 
sufficient to prevent currency appreciation from becoming an is- 


sue (13). 


(13) In September 1949, Italy devalued by 8%, changing the exchange rate from 575 
to 625 lire to the US dollar: the lira was therefore devalued by less than the currencies 
of other European countries on the average. The rate has not since been changed, and has 
recently been declared as parity to the International Monetary Fund. 

Italian monetary policy has avoided the risk of inflationary developments which, under 
fixed exchange rates, would lead even temporarily to an over-valuation of the lira. This 
preoccupation rests in part on a conception of the relations between external stability and 
growth which would seem to have been recently confirmed once again by the experience of 
one or two leading industrial countries. 

Over-valuation is likely to hamper exports and hence the financing of imported supplies. 
Should factor mobility be such as not to permit of the necessary shift of sales and supplies to 
the domestic market, there would be a fall in the level of activity below that dictated by 
available capacity. In a country such as Italy, heavily dependent upon external trade, such 
a disorder of the system (although it would mot indicate a basic excess of demand over 
resources) could spell the end of the development process. 

In the present structure of exchange rates and prices throughout the world, we are 
faced with the paradox of a steel shortage in Europe, which finds no relief in the existence 
of excess capacity in the United States. 
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The changing monetary picture is reflected in the price move- 
ment (chart 1) as well as in the shifts occurring over time between 
domestic and external factors of liquidity creation (chart 2). 

Inflationary spells occurred during the first year of fighting in 
Korea (from July 1950 to June 1951), when the whole price and 
wage system moved up; during the year 1956, the first half of which 
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This graph is intended to illustrate the liquidity formation arising from the following 
factors: government borrowing from the banking system (curve “ Treasury ”); the accretion 
of gold and foreign exchange to official holdings (curve “ Rest of the World ”); the expansion 
of bank credits (the “ Credits” columns), The creation of liquidity due to the Treasury and 
the rest of the world is translated into: (a) the expansion of the note and coin circulation 
(curve “ Circulation”), (b) the formation of obligatory bank reserves (the “ Obligatory 
Reserves ” columns), and (c) the formation of free bank reserves (the white area between 
the tops of the histograms and the curve for total bank liabilities), The graph shows, for 
each three-monthly period, the changes over the year ending in that period (billion lire). 


was marked by a rise in the price of foodstuffs — owing to 
loss of crops due to frost — and of wages, and the closing months 
by a rise in wholesale prices due to the Suez affair; and in the first 
six months of 1958, when both the cost of living and wages rose 
as a consequence of some poor autumn and winter harvests. 
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At the start of the Korean war, the banks had no large excess 
of liquidity; during the inflationary revival which followed, the 
increase in Central Bank assets caused by bank credit and Treasury 
financing (14) was in part offset by the deterioration in the balance 
of payments position. The broadening of the credit base was the- 
refore kept within bounds, and the adjustment between the move- 
ment of the volume of money and the more rapid increase in income 
was accomplished — though not without some difficulty — by 
means of a rise in the velocity of circulation. As the effect of the 
credit squeeze made itself felt, interest rates rose rapidly. After 
June 1951, the situation was reversed; the balance of payments 
improved, thereby creating abundant liquidity, and the velocity of 
circulation fell. 

In 1956 and 1958, the growth of the Gross National Product 
was below the trend for the period as a result of a fall in the rate 
of growth in real terms. 


ANNUAL RATE OF GROWTH OF GROSS NATIONAL PRODUCT 
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Thus, in neither of these two years did the demand for addi- 
tional liquidity rise above the trend. As a matter of fact, in 1956 
the formation of liquidity was reduced owing to the combined effect 
of a worsening in the balance of payments and of the decrease in 
the Budget deficit, which had been noted in every fiscal year since 


(14) The curve “ Treasury ” on the graph includes both long and short-term Treasury 
borrowing from the Central Bank and other banks. As the Treasury keeps its cash resources 
only with the former, any investment in government securities on the part of the commercial 
banks reduces by the same amount their reserves at the Bank of Italy (in the same way 
as if the securities were sold from the portfolio of the Bank of Italy), as well as the net debt 
of the Treasury with the Bank. But the banks can hold their obligatory reserves in the 
form of Treasury bills as well as in deposits with the Bank of Italy; moreover, they may use 
government bonds as security for advances from the Bank of Italy, For these reasons, it 
has been thought proper to treat all bank investments in goverr ment securities as liquid items. 
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1952/53. As had already been the case in 1950-1951, the equilibrium 
between money supply and income was brought about through an 
increase in the velocity of circulation. 

As the recession set in (September 1957), the balance of pay- 
ments started to show a large surplus; the Treasury too increased its 
creation of liquidity with a view to stimulating economic activity. 

Hence, the supply of liquidity exceeded demand during the 
short period of the rise in consumer prices and in wages in the 
first half of 1958. This is clearly shown on the graph: the white 
area between the tops of the histograms, which represent the annual 
growth of bank credits and obligatory reserves, and the curve, which 
indicates the expansion of bank liabilities, measures the formation of 
the banks’ free liquid assets. As can be seen from the graph, this 
area has remained substantial from the fourth quarter of 1957 to 
the end of 1959. A part of the excess liquidity formation of that 
period has been absorbed during 1960. 

The rédles played by exchange operations and by government 
finance in the formation of liquidity over the twelve years is shown 
in the upper part of the graph (curve “ Rest of the World ” and curve 
“ Treasury ”, respectively). A clear scissor movement can be observed 
between the two curves from 1949 to 1957. On the contrary, during 
the last three years, the movements in the two curves have been 
similar. A possible line of explanation of this new development is 
the following. During 1958 and the first half of 1959; the slowing- 
down of economic expansion at home acted as a primary factor in 
weakening the demand for credit and creating an export surplus; 
as a result of these movements, the banks bought large amounts of 
Treasury bills, while the Government abstained from pushing its 
funding operations. Since the second half of 1959, expansion in 
economic activity has‘again accelerated, swelling both imports and 
government revenue. 

The creation of liquidity due to balance of payments surpluses 
also shows a negative correlation with the liquidity created by bank 
advances, represented in the lower part of the graph. A discussion 
of the problem of the relations between these three curves lies 


beyond the scope of this article (15). 


(15) For remarks on this point, see the article Monetary Developments referred to in 
foot-note (4). 
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The “ credit multiplier ”, here defined as the ratio between the 
potential expansion of bank credit and the expansion in the assets 
of the Central Bank, increased slowly throughout the period, show- 
ing but little responsiveness to changes in the economic situation. 
In fact, the absorption of bank liquidity through the obligatory 
reserve mechanism remained almost constant at about 23% of 
deposits for commercial banks alone, and at 20°/ for commercial 
and savings banks together (16). But the absorption due to the 
increase in the circulation of bank notes (shown by the graph) 
increased less than proportionally to deposits, and with moderate 
cyclical variations. In the last phase of a positive balance of pay- 
ments (1958 and 1959), the potential credit expansion was not fully 
realized. 

The spectacular expansion of productive activity since July 1959 
(the index of industrial production has risen by 23 per cent in the 
eighteen months between July 1959 and January 1961) has proceeded 
within a framework of monetary stability, although a shortage 
of skilled labour and a need for new plant are emerging in some 
sectors of industry. 

Under these conditions, the scope for regional planning is 
greater. An incentive system in the form of preferential taxation and 
of special credit facilities for factory building in Southern Italy has 
long been in existence, but the Government has not undertaken 
any more direct action to influence the location of industry — on 
the lines followed for example in the United Kingdom, where the 
choice of sites for new large factories can be said to be negotiated 
with the government. It is probable that the existence in Italy of a 
large public sector, and the uncertainty which persists as to the 
point to which this sector may be extended, do not make for 
confidence between the Government and private industry; in such 
circumstances, the Government has been inclined in the past to rely 
on nationalized enterprises in carrying out regional planning, rather 
than to try to guide the development of private industry in the 
direction desired. 

Be that as it may, it can safely be said that government activity 
in the field of public works and in some basic industries (iron and 
steel, oil), as well as the measures taken in the South by some large 
private industrial concerns (in the electrical, mining, chemical, pe- 





(16) The reserve obligation was only extended to savings banks in 1958. 
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troleum and cement industries) are laying the foundation for the 
diversified industrial development of that part of Italy. But public 
works do not create a permanent flow of income, and basic indus- 
tries do not yield large wage incomes so much as rewards to capital 
and enterprise, rewards which are not always spent in the area. Large 
concerns are of less importance in those segments of manufacturing 
industry (engineering, textiles, food products) and tertiary activ- 
ities, in which labour plays a larger part. The growth of industry 
and the tertiary sector in the South, therefore, depends largely upon 
the formation of a class of local entrepreneurs and on the develop- 
ment of the technical skills of the population (as well as on the 
expansion of local markets which, though somewhat laboured, is 
already under way). In this context, there is ample room for govern- 
ment action aimed at improving the level of general education and 
vocational training. The Government is, in fact, just now turning 
its attention to this task, as well as taking direct action to indus- 
trialize the South. 


Paoto Barri 
Rome 


Na nr hi 


Altman on Triffin 
A Rebuttal* 


May I first confess to my embarrassment at having to comment 
on Mr. Altman’s excellent paper? It is in the nature of a rebuttal 
to concentrate on points of disagreement, and this is particularly 
unpleasant in the present case. I have learned a lot from Mr. Alt- 
man’s paper and from his previous writings on this topic. I cannot, 
moreover, but feel inordinately flattered at having my views so 
thoroughly dissected and scrutinized by this able advisor of the 
International Monetary Fund. Yet, I feel equally disappointed at 
the uniformly negative tone of his criticisms, and at the absence 
of any positive and constructive alternatives to the proposals which 
I have ventured. I would have welcomed a more candid recogni- 
tion of the problems which we face, and an effort to amend, rather 
than merely dismiss, my own suggestions for dealing with them. 
Such amendments are certainly necessary. It would be a miracle 
indeed if any plan of a lone student, isolated in the ivory tower 
of his University, proved fully acceptable to the practical experts 
and responsible statesmen of several scores of independent nations. 
Even in my moments of wildest optimism, I have never hoped to 
be able to do more than to initiate and stimulate a broad discussion 
of the long overdue reforms obviously necessary to adjust to modern 
needs and conditions an international monetary system inherited 
from a long series of uncorrelated — and often haphazard — reac- 
tions to the crises of yesteryears. The international negotiations that 
will soon become indispensable to that end would benefit far more 


* “© 1961 Robert Triffin”. The page and paragraph references in the text are to 
Mr. Altman’s original paper on “ Professor Triffin’s Diagnosis of International Liquidity and 
Proposals for Expanding the Role of the IMF”, as reproduced in the December 8, 1960, 
Hearings of the Joint Economic Committee of Congress, Washington, 1961, pp. 175-207. 
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from constructive criticism and alternative suggestions than from 
complacency with what now exists, but obviously cannot endure. 


|. A Wrong Diagnosis ? 


My diagnosis of the present problem can be expressed in a 
nutshell : 


1. The present sources of increase in world reserves impart a 
most dangerous vulnerability to the international monetary system, 
and to the key currencies upon which it is becoming increasingly 
dependent. Monetary reserves outside the United States and the 
United Kingdom are built on a decreasing proportion of gold and 
an increasing proportion of foreign assets, mostly sterling and dollars. 
The latter proportion rose from g per cent in 1913 to 36 per cent 
in 1928, but collapsed to 13 per cent in 1933 with the first breakdown 
of the gold-exchange or key currencies standard (1). It has now 
risen to well over 50 per cent of world reserves, but undermined 
gravely the position of one of the key currencies — sterling — in 
the early postwar years, and that of the other — the dollar — today. 
A repetition of the 1931 breakdown of the gold exchange standard 
may yet be avoided, but it has become a distinct possibility, widely 
discussed in the financial press all over the world. 


2. Even if the United States were to regain tomorrow “ overall ” 
equilibrium in its balance of payments, it would remain saddled 
with an enormous burden of floating foreign debt — $19.3 billion 
as of the end of August 1960, nearly triple the size of our so-called 
“ free” gold reserves — which would handicap severely its freedom 
of monetary management during the course of any future recession 


(1) May I take objection, in passing, to Mr. Altman’s suggestion that I might regard 
the extension of the gold exchange standard in the 1920's as having possibly been “a primary 
factor in the deflation that began in 1929”. All I said is that it “led... to the devaluation 
of the pound sterling, to the collapse of the international gold exchange standard, and to 
the consequent aggravation of the world depression” (Gold and the Dollar Crisis, p. 9). 
That is enough, to my mind, to condemn the system without blaming it in addition for 
other cyclical developments, the world agricultural crisis, and other sins of commission or 
omission in the economic policies of the 1920’s. 

I shall, in this paper, refrain from further comments of this sort on minor disagreements 
upon points of detail, irrelevant to the main issues under consideration. 
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in domestic employment and economic activity. Our “ overall” 
balance of payments is usually measured by the sum of our current 
gold losses and increases in foreign dollar balances. Large conver- 
sions of dollar balances into gold might leave us in “overall” 
equilibrium — our gold losses being offset by the parallel reduction 
in our indebtedness abroad — and yet lead to a major dollar crisis 
forcing us to choose between deflation, devaluation, an embargo on 
gold, drastic cuts in our foreign aid or military defense programs, 
tariff increases, other trade or exchange restrictions, etc., or various 
possible combinations of such unhappy “ policies ”. 


3. Disregarding such catastrophic — but, let us hope, improb- 
able — possibilities, the fact remains that the restoration of overall 
equilibrium in the United States balance of payments would dry 
up the major source by far of current liquidity and monetary reserve 
increases for the world. The rapid and persistent increase of official 
dollar balances over the last decade accounts for more than 50 per 
cent of the rise in world’s reserves during that period. Together 
with U.S. gold losses, it made up two thirds of foreign countries’ 
reserve increases over the ten years 1950-59, and more than go per 
cent over the two years 1958 and 1959. 


I cannot discover in Mr. Altman’s criticism of my diagnosis 
any strong rebuttal, or even comprehensive appraisal, of my first 
two points. They are largely ignored or swept under the carpet. 
As for the third, it is unconvincing to him, primarily because he 
considers as “ at best... unproven”, and “ at worst... incorrect ” my 
“ findings of serious reserve deficiency..., at least for the next five 
or ten years. It may be argued that ten years is not a long time, 
and that the world should now anticipate developments over a much 
longer period. As to this, opinions differ ” (paragraph 66, page 33). 

Mr. Altman’s detailed arguments on this point are spread 
throughout his paper. They boil down to the fact that “ Triffin’s 
view of the required growth of reserves is essentially a mechanistic 
one. It is simply not true that the need for monetary reserves can 
be read off arithmetically from a table relating reserves to trade” 
(paraghaph 38, page 17). The quality and distribution of reserve 
assets should be taken into account, as well as each country’s reserve 
policies. Net reserves may be as important as gross reserves. Past 


3 








34 Banca Nazionale del Lavoro 


forecasts of reserve deficiency have often proved to have been 
wrong, etc. 

I don’t disagree with any of these points, but — as Mr. Kennedy 
said to Mr. Nixon — I don’t recognize myself in the straw man 
that Mr. Altman wishes to knock down. I prefaced my whole 
discussion of reserve measurements and adequacy criteria in Gold 
and the Dollar Crisis (see particularly, pp. 35-37) with very much 
the same arguments as Mr. Altman. I also explicitly “ confessed ” 
there that my reason for retaining “the ratio of gross reserves to 
annual imports... as a first, and admittedly rough, approach to the 
problem of reserve adequacy ” was the fact that this approach had 
been followed — with similar qualifications — by the famous IMF 
staff study of 1958 on International Reserves and Liquidity, whose 
main author — or so at least rumor has it — is precisely... Mr. Alt- 
man. I also warned the reader that the “ results would admittedly 
be too crude to determine any precise level of reserve adequacy, but 
they will prove more than sufficient to indicate whether current or 
prospective reserve levels are likely to facilitate, or seriously hamper, 
the smooth functioning of international currency convertibility ” 
(p. 36). 
I followed exactly, in the chapter appraising prospective reserve 
adequacy over the next ten years (Chapter 5, pp. 47-58), the very 
procedure adopted in the Fund’s study. I questioned, however, the 
wisdom of excluding from their calculations any reserve increase 
for the high reserve countries without allowing, on the other hand, 
for any reconstitution of reserves by at the least some of the major 
low reserve countries which had given evidence of having such 
policies in mind. I questioned also the wisdom of accepting as a 
basis for the IMF optimistic forecasts of reserve adequacy a future 
growth rate based on past averages of “ normal” peacetime expe- 
rience diluted “ with the abnormally low, and in fact predominantly 
negative, growth rates of wartime years and of the 1930’s world 
depression. An expected adequacy of reserves based upon the 
assumption of a third world war or of another deep and protracted 
world depression is hardly encouraging as a guide to policy ” (Gold 
and the Dollar Crisis, p. 48). 

I am as surprised to find no answer to these two questions I 
raised against the IMF calculations, as I am to be profusely criticized 
for having followed them too slavishly in order to develop and 
appraise their own implications. 
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Let me, therefore, clarify — if need be — my own position 
about reserve adequacy. I do not now claim, and have never 
claimed, that “the level of reserves in 1957 or in 1958, the years 
used by Triffin as bases for reserve calculations, represented the 
minimum reserves required by the noncommunist world, and that 
in the future these reserves must grow as fast as world trade” (Alt- 
man, paragraph 38, p. 17). What I said is that “there can be little 
doubt that the 35 per cent average level reached in 1957 by all coun- 
tries outside the United States and the United Kingdom was on 
the low side of any reasonable estimate of world liquidity require- 
ments, and that any further contraction below that level would make 
it very difficult for a number of key countries to adhere firmly to 
the convertibility policies which they would otherwise be willing 
and eager to pursue” (Gold and the Dollar Crisis, p. 46). 

Mr. Altman points to the satisfactory increase of world gold 
and foreign exchange reserves since 1956 as contradicting my fore- 
cast that gold alone would not suffice to satisfy the expected growth 
of post-1957 reserve requirements in an expanding world eco- 
nomy. What his own figures (on p. 28 of his paper) indicate, how- 
ever, is that the expansion in the world’s stock of monetary gold 
over this period — $2.1 billion — played only a minor part in the 
very rapid, and indeed more than adequate, expansion of monetary 
reserves outside the United States. These increased by more than 
12 per cent over this period in spite of exceptionally large disburse- 
ments to the IMF — in repayment of past loans and as subscriptions 
to the Fund’s capital increase — of substantial sales of foreign ex- 
change to commercial banks, and of the exclusion from reserve 
calculations at the end of this period of the considerable claims 
previously held on EPU — $1.3 billion — and included in the 
reserve figures for 1956. Reserves outside the United States pro- 
gressed indeed at a highly satisfactory rate over this period, but 
this had far less to do with gold production than with the enormous 
drain on the United States net reserve position. United States gold 
losses and increasing short-term indebtedness abroad contributed 
more than $3.6 billion to the reserve increases of foreign countries, 
even though at a very uneven pace: minus $0.9 billion in 1957, 
plus $3.0 billion in 1958 and plus $1.6 billion in 1959. 

This brings out, indeed, the major flaw in Mr. Altman’s criti- 
cism of my discussion of prospective reserve adequacy. He takes 
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me to task for what he does himself, i.e. for ignoring the structure 
and distribution of world reserves when discussing their overall 
level. My own discussion, however, was essentially directed at 
stressing the inadequacy of gold production alone as a source of 
reserve increases. I never denied that reserves could be kept at an 
adequate level as long as the United States could afford an overall 
deficit of $3 billion to $4 billion a year in its balance of payments 
— as has been the case ever since the end of 1957 — and as long 
as foreign countries continued to accept dollar IOU’s in lieu of 
gold, in settlement of a large portion of these deficits. Quite ob- 
viously, however, it would be foolhardy to regard such assumptions 


SOURCES OF INCREASES IN WORLD RESERVES, 1914-1959 
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(1) Excluding Soviet bloc countries throughout, as well as IMF currency holdings. 

(2) Current gold production in the West, minus net sales to, or plus net purchases 
from, private channels, Large net repurchases from private channels (estimated at $1.7 billion 
in 1934-37) followed the sterling and dollar devaluations, in sharp contrast to the usual net 
absorption of gold into hoarding and private uses, 

(3) Calculated on the basis of the official parity change of February 1934, following 
the suspension of gold payments and the de facto dollar depreciation in 1933. 

(4) Included, until the end of 1933, with Western gold sources. 


Sources: These must be regarded as only rough estimates — particularly in the early 
years of the Table — put together from various IMF and Federal Reserve publications. 
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as providing a safe and viable basis upon which to meet indefinitely 
future increases in world reserves. Mr. Altman seems to think that 
it definitely is, “at least for the next five or ten years” (para- 
graph 66, on page 33). On this too — to borrow from his next 
sentence — I trust that “ opinions differ ”. 

Let me finally note, to close this discussion, that the problem 
is not a new one, but a very old one. Gold has long ceased to feed 
more than a fraction of annual increases in world monetary reserves. 
It contributed less than 4o per cent of such increases over the period 
1914-1928, against more than 60 per cent derived from the with- 
drawal of gold coin from circulation and from the rapid rise in 
dollar, and particularly sterling, reserves at that time. The revalua- 
tion of gold provided more than 100 per cent of the reserve increases 
of the years 1929-1933. measured in terms of the U.S. dollar, but 
the collapse of the gold exchange standard extinguished at the same 
time most of the dollar and sterling reserves, which were precipit- 
ously converted into gold by their holders. The unprecedented 
growth of sterling balances accounted once more for the largest 
part of reserve increases during the second world war, but at the 
cost of sterling inconvertibility and devaluation. In the last ten 
years, gold production in the West has contributed little more than 
a third of reserve increases, more than half of which has been 
derived from the continued growth of dollar balances, and a smaller, 
but increasing portion — close to 40 per cent in the last three 
years — from Russian sales of gold in the Western markets. 

My own proposals for dealing with the problem may be open 
to serious objections, but can somebody seriously defend as prefer- 
able the present system under which annual supplies of reserves are 
utterly dependent upon: 

1. the hazards of gold-digging in a country whose economic 
life may be brought to a standstill tomorrow by the threatening 
eruption of racial warfare; 

2. Mr. Khruschev’s policies about USSR gold sales in the 
West; 

3. the perpetuation of our balance of payments deficits, and 
the continued acceptance of dollar IOU’s by other countries. 

Let me turn now to Mr. Altman’s objections to my own pro- 
posals for a reform of the IMF statutes. 
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ll. A Controversial Prescription ? 


My recommendations for a radical reform of the world’s mone- 
tary system are bound to be “controversial”. I fully agree here 
with Mr. Altman, and hope indeed to benefit from the controversy 
which he has so brilliantly opened up and which he and others 
— I also hope — will pursue, enrich, and enlighten, in preparation 
for a forthcoming renegotiation of the IMF Articles of Agreement. 

The first objection of Mr. Altman has already been dealt with 
above. He sometimes ascribes to me — or thinks my readers will 
ascribe to me — a typical Chicago School proposal for a “ mechan- 
istic ” increase of world reserves at an invariable and “ almost self- 
evident ” rate of 3 per cent a year. He rightly criticizes such a con- 
cept, and recognizes elsewhere that I have never propounded it. In- 
deed he deplores my unwillingness “to provide it [the IMF] with a 
statement of policy objective, let alone any specific guides to opera- 
tions policy ” (paragraph 46, on p. 23). This does not prevent him, 
however, from harping again and again on the “ mechanistic ” 
character of my proposals and from concluding that “an expanded 
IMF with responsibilities toward adequate levels of international 
liquidity implied by Triffin would be put in the position of attempt- 
ing to do internationally what no central bank has been willing to 
attempt nationally ” (paragraph 52, on p. 26). 

Certainly, no central bank has yet accepted the proposal of 
Professor Friedman to ensure a constant increase of money supply 
at a 3 or 4 per cent annual rate, come hell or high water! But the 
efforts of all central banks have been bent for at least half a century 
upon the task of facilitating the adjustment of money supply to the 
attainment of feasible, but non-inflationary, levels of employment 
and economic growth. They have never hesitated to use so-called 
sterilization, neutralization or compensatory policies to insulate their 
economy from unwanted shocks that would interfere with the 
achievement of this broad objective. They certainly would never 
have, willingly, abandoned the effective regulation of money supply 
to chance events comparable to those mentioned above (on p. 37) 
and on which the provision of international monetary reserves is 
now utterly dependent. This being said, I agree with Mr. Altman 
that the task of the expanded IMF can not be laid down in advance 
in amy automatic or mechanistic formula, and that the Fund’s 
authorities will have to “consider a combination of criteria” and 
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use at all times flexible and intelligent judgment in facing the un- 
predictable problems of tomorrow. 

Secondly, Mr. Altman fears that my proposals might interfere 
with the rude but beneficial discipline of gold flows (paragraph 28, 
on p. 13) but he also objects a few pages later (paragraph 33, on 
p. 16) to the fact that “ expansion of the IMF along the lines recom- 
mended by Triffin would not by itself eliminate the risks of pres- 
sure on the dollar and gold outflows from the United States ”. 

I confess to some embarassment at having to answer both points 
at the same time. In brief, my proposals would not weaken the 
discipline of gold flows, but on the contrary reduce the distortion 
of their timing which results from the present operation of the gold- 
exchange standard, as opposed to the gold standard. It is a fact 
that the piling up of so-called key currency balances under that 
system postpones the gold flows that would otherwise accompany 
overall payments deficits. They facilitate — or even stimulate — 
thereby the continuation of such deficits, but at the cost of weaken- 
ing the net reserve structure of the key currency countries and 
exposing them to sudden and large withdrawals of funds at a later 
date. In spite of its enormous gold reserves, the United States itself 
would hardly have been able to accumulate overall deficits of more 
than $15 billion over the ten years 1950-1959, if the “ discipline of 
gold outflows ” had not been considerably relaxed by the acceptance 
of more than $11 billion of this amount by foreigners in the form 
of dollar balances, of which more than $6 billion in official monetary 
reserves. Conversely, the fate of our dollar would not be endan- 
gered today by the existence of more than $19 billion of short- 
term debts abroad, legally convertible into gold, either directly or 
indirectly. 

By outlawing the accumulation of national currencies as inter- 
national reserves, my proposals would tend to restore, at least in 
part, the normal discipline of gold flows. They would not, how- 
ever, eliminate automatically the weakening and distortion of that 
discipline resulting from the flows of private short term funds. This 
would remain a problem to be dealt with by the monetary author- 
ities of each country, but which the new IMF would nevertheless 
be in a much stronger position to help them solve, through its own 
loan and investment policies. 

Mr. Altman cites some disadvantages which the new system 
might have for the key currency countries, i.e. for the United States 
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and the United Kingdom. They might, for instance, be called upon 
to make some amortization payments on the dollar and sterling 
balances transferred to the new Fund by their present owners, even 
though — according to my proposals — only as and when this 
proves useful to the implementation of the Fund’s tasks and policies, 
and only at a maximum pace of 5 per cent a year. Can this be 
rated as a disadvantage, however, as compared with a situation under 
which the present owners are free to convert into gold, at any time, 
the totality of these balances? Mr. Altman quotes, in this connec- 
tion, my expectation that the Fund might well, in the initial years 
of the new system, seek further dollar and sterling investments of 
its enlarged resources, thus helping “ smooth out the transition from 
the present system where international liquidity has come to depend 
increasingly on a continuous increase of such balances”. He dis- 
misses this suggestion airily, but mysteriously, with the remark that 
“it is a fair comment that only an extraordinary reader will share 
this expectation ” (paragraph 49, footnote 2, on p. 25). 

Mr. Altman also objects to the exchange guarantee that would 
automatically be attached, under the Fund’s statutes, to the deposits 
of its members and to its dollar and sterling investments. Yet, this 
has long been an accepted procedure in all Fund’s transactions, 
including by the way the $800 million invested by it in U.S. 
Treasury Bills and funds awaiting investment and for which the 
same quantity of gold can be re-acquired from our Treasury upon 
termination of the investment. It was also an accepted procedure 
in EPU, and seems indeed far more reasonable than a system under 
which the value of such claims can arbitrarily be written down by 
any devaluation decision of the debtor. 

Mr. Altman also considers (paragraph 29, on p. 14) that my 
plan would spell the end of the sterling area. Such an interpretation 
has never been given to my proposals by the British themselves (2) 
and I think — quoting Mr. Altman out of context — that “it is 
a fair comment that only an extraordinary reader will share this 
expectation”. After all, I devoted 24 pages of my book (pp. 121- 
144) to argue that “the management of a world-wide clearing 
system, and particularly the investment of the large funds derived 
from its operation, will present enormous administrative and political 


(2) See, for instance, the comments of Professor Brian Tew in International Monetary 
Cooperation, 1945-60 (Fifth edition, London, 1960), p. 183. 
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hurdles, which can best be surmounted through some decentraliza- 
tion of the Fund’s decision-making process” (p. 128), and went on 
to describe as examples of such desirable decentralization the setting 
up of a European Clearing Union and of a European Community 
Reserve Fund. The suggestions developed in these pages could be 
similarly applicable to other regional organizations, including Sterling 
Area arrangements, as long as these do not involve any weakening 
of the broader, world-wide convertibility and co-operation commit- 
ments of their members, but aim on the contrary at consolidating 
them through additional measures of integration and harmonization 
reducing the danger of conflicting and mutually defeating national 
policies. 

A more valid objection of Mr. Altman relates to the composi- 
tion of the Fund’s assets. The expansion of the Fund’s loans and 
investments should normally be expected to direct capital mostly to 
the underdeveloped countries, and I suggested indeed such a general 
line of policy in my book. Aware, however, that direct lending 
of this character would be anathema to the more conservative minds 
among central bankers, I suggested that relatively long term in- 
vestments for economic development be financed only indirectly 
“through purchases of IBRD bonds or other securities of a similar 
character” (Gold and the Dollar Crisis, p. 118). The increasing 
investments in IBRD bonds taken up in recent years by one of the 
most orthodox of central banks — the Bundesbank of Germany — 
should help make such a “ radical” idea more “ respectable ” than 
it would have been otherwise. 

More may prove necessary, however, to meet Mr. Altman’s 
objection and get around the “taboos” still prevalent in some 
circles about the nature of the assets which it is proper for monetary 
institutions to acquire. Fund’s investments could, for instance, be 
channelled to a greater extent toward older financial centers such 
as Frankfurt, Amsterdam, Paris, etc. and — notwithstanding Mr. Alt- 
man’s remark quoted above (see p. 9) — London and New York. 
This would strengthen these centers’ capacity and willingness to 
finance themselves overseas development. Technically, it would also, 
it is true, expose them to the accusation that they are making them- 
selves illiquid by “lending long and borrowing short”. Yet, this 
is precisely what they have traditionally done in the past. Moreover, 
their resulting indebtedness to the Fund would make them far less 
vulnerable than is now the case to sudden, speculative withdrawals 
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of the funds invested in their market. The vast resources derived 
by the Fund from its members’ minimum deposit requirements could 
only grow in time, with the growth of members’ reserves, and there 
would be no reason or occasion impelling the Fund to liquidate 
suddenly and massively its own investments in members’ markets. 

Foolproof reassurances in this regard would presuppose, how- 
ever, the full implementation of my proposals for minimum reserve 
requirements, including in case of need future increases in such 
requirements to the extent necessary to preserve the full convertibility 
of members’ deposits into any and all currencies needed by them 
for international settlement purposes. Mr. Altman stresses the objec- 
tions which might be raised against such proposals, but fails to point 
out that the new commitments required of members in this respect 
would replace — rather be additional to — their present subscriptions 
to the Fund’s capital and their prospective subscriptions to future 
capital increases. I pointed out, in my testimony before the Joint 
Economic Committee (see p. 13 of Gold and the Dollar Crisis) that 
such a substitution would result, in the case of the United States, 
in an increase of our gross monetary reserves as well as in the con- 
solidation of a large portion of the foreign floating debt which 
might at any time be cashed for gold at the Treasury. 

Last, but not least, Mr. Altman seems to confuse “ convert- 
ibility ” with “ convertibility into gold” (see paragraph 12, on p. 6, 
paragraph 25 on p. 11, and particularly paragraph 50, on p. 26). 
Fund deposits could always be used at any time — at least in 
conjunction with members’ gold reserves — to make payments any- 
where in the world. The fact that minimum deposits have to be 
kept with the Fund and cannot be withdrawn in gold metal does 
not make them inconvertible in the most meaningful sense usually 
attached to that word. The status of such deposits could be com- 
pared to that of the legal reserves which must be kept by our banks 
with the Federal Reserve System and which they cannot liquidate 
in cash or currency without contravening their minimum deposit 
obligation. Would Mr. Altman call “ inconvertible ” sterling balan- 
ces which can freely be drawn upon to make payments in any and 
all convertible currencies — including dollars — simply because they 
cannot be cashed for gold metal at the Bank of England? He is, 
of course, free to do so, but he and his Fund colleagues should then 
stop talking about the enormous progress achieved by many coun- 
tries in 1958 in restoring the “ convertibility ” of their currency. 
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lll. Mr. Altman's Alternative Suggestions 


In spite of his basic disagreements with my “ diagnosis ” of the 
present and prospective international monetary problem, Mr. Altman 
concedes that something may have to be done to “ facilitate further 
expansion and stability of the structure of international reserves ” 
(paragraph 67, on p. 33). He offers little or no guidance as to what 
this should be, however, and implies that the present “IMF with 
its enlarged resources and its proven type of operations” will be 
equal to the task, although he concedes, in another passage (para- 
graph 17, footnote 1, on p. 17), that “it may be prudent, as E. M. 
Bernstein has suggested, to arrange for borrowing in advance of 
need, by issuing to a small number of countries debentures which 
could be called for payment to meet large emergencies ”. 

My main reasons for considering these proposals as woefully 
inadequate to meet the problems of tomorrow should by now be 
obvious to the reader, and have been discussed at length in the 
previous writings listed by Mr. Altman. I shall, therefore, limit 
myself here to a few points of a more technical character, related 
to some basic defects in the IMF statutes and methods and opera- 
tions (3). 

Article V of the Fund Agreement requires prospective borrowers 
from the Fund to indicate the particular currency which they wish 
to purchase and to “represent” that that currency “is presently 
needed for making in that currency payments which are consistent 
with the provisions of this Agreement”. This is, of course, utter 
nonsense. Such a clause would have meaning only in a world of 
bilateralism. Under convertibility conditions, the normal way in 
which a country keeps its currency convertible is by repurchasing 
from the market, with any other widely traded currency that it 
wishes, excess supplies of its own currency that tend to depress its 
exchange rate. It can never “represent” to the Fund that it needs 
to borrow a specific currency — and no other — for that purpose. 

In fact, members’ requests have so far centered practically ex- 
clusively on the U.S. dollar. Over a period during which the United 


(3) For a comprehensive discussion and appraisal of the IMF mechanism and operations, 
and of the reforms needed to make it an effective instrument of international monetary 
stabilization, see my Europe and the Money Muddle (Yale University Press, 1957), Chapter 3, 
Pp. 109-138 and 294-3o0r. 
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States was the major reserve loser in the world, dollar drawings 
far exceeded — whether on a net or on a gross basis — go per cent 
of total drawing from the Fund, and aggravated our gold losses 
and the build-up of our short-term indebtedness to foreign countries. 
Continental Europe’s monetary reserves more than tripled over the 
same period, but the only continental European currency disbursed 
by the Fund — on a net basis — was the German mark, for the 
paltry amount of $ 100 million. 

This absurdity was openly denounced at the last Fund meeting 
by no less an authority than the British Chancellor of the Exchequer. 
His words are worth quoting in full: 

“There is one further question which I should like to raise. 
It concerns the method of operation of the Fund. Is there a danger 
of these operations exacerbating the problem of imbalance because 
of the tendency for members in short-term difficulties to take draw- 
ings from the Fund in only a limited range of currencies? Let me 
explain my point in a little more detail. 

The history of past drawings from the Fund shows that these 
have been concentrated to a very large extent on the U.S. dollar. 
This is not surprising. Other member countries naturally wish to 
draw currencies which they can hold as reserves or can use in ex- 
change operations to maintain their rates. But in our view drawings 
should, so far as possible, be of the currencies of those countries 
which are in over-all surplus. Undue concentration on the reserve 
currencies might have unfortunate consequences in the future. For 
member countries might wish to draw reserve currencies at a time 
when those currencies were under strain. 

I am sure that this subject is not new to the Fund, but I think 
it would bear further study now when we can look at it not as 
something imminent, but as something which could become real 
at some future date. and which in common prudence we ought to 
provide for. We should be glad to cooperate in such a study and 
should be ready to make some practical suggestions ”. 

My proposals would meet this problem in the simplest and 
most automatic manner conceivable, avoiding any need for ad hoc 
discussions and decisions on individual drawings. All Fund loans 
would be credited to the borrower’s deposit account with the Fund, 
rather than immediately disbursed in any particular currency. Sub- 
sequent currency withdrawals by the borrower would be debited 
from his account and credited to the account of the country whose 
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currency is drawn, but would not necessarily affect the latter’s lend- 
ing to the Fund. If it is not at that time in net overall surplus in 
its balance of payments with the world at large, its total reserves 
— gold and deposits with the Fund taken together — would not 
increase, and it would be free to cash for gold, if it wishes, any 
deposits accruing to its account beyond its minimum deposit require- 
ments. Only the countries with overall surpluses and reserve in- 
creases would be under obligation to increase their loans to the 
Fund, thus increasing the Fund’s own lending capacity in the cur- 
rencies which are actually in final demand for world settlements. 

This points to a major, and broader, difference between the 
present and the reformed IMF. The present lending capacity of 
the Fund depends essentially on capital subscriptions, rigidly — and 
largely arbitrarily — determined by negotiation, and which can be 
changed only infrequently through new and complex negotiations 
among members. Three fourths of these capital subscriptions, more- 
over, are in local currencies — including millions or billions of pesos, 
rupees, rupiahs, hwans, afghanis, bolivianos, cruzeiros, kyats, etc. — 
most of which are of no earthly use to the Fund. Others — like 
the dollar today — may, on the contrary, be used improperly, as 
pointed out above, at times of heavy dollar deficits. The Fund’s 
resources in the currencies of overall surplus countries may, on the 
other hand, prove far short of the contributions which Fund lending 
in these currencies should — but does not now — make to the 
settlement of these countries’ surpluses. Finally, while net creditor 
positions with the Fund do indeed enlarge those creditors’ rights 
to draw upon the Fund, they are expressed in a form which many 
countries — and particularly the United States — regard as insuf- 
ficiently liquid to justify their being treated as part and parcel of 
their monetary reserves. This may reflect the excessive caution pre- 
valent among central bankers, but it is a fact of life. So is the 
reluctance — deplored by Messrs. Altman and Bernstein — of some 
of them, including the United States, to draw upon the Fund in 
cases where such drawings would be eminently justified, but might 
appear as a sign of weakness, and stimulate undesirable speculation 
in the gold and exchange markets of the world. 

Under my proposals, the rigid quota system would be dispensed 
with entirely. The Fund would derive its resources from the 
minimum — and free — deposits maintained with it by members. 
The overall amount of the minimum deposits, and their distribution 
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as between countries, would at all times adjust flexibly to the changes 
in each country’s overall monetary reserves, and provide thereby 
the Fund with a pattern of resources directly related to the world 
demand for the various currencies needed for ultimate settlements. 
Finally, these deposits themselves would remain as fully liquid and 
usable for such settlements as gold itself and as the deposits now 
freely maintained by members in the form of currency balances in 
New York or in London. This was well described by as eminent 
an expert as Lord Keynes, and need not be rehashed here (4). 

As for Mr. Bernstein’s proposed debentures, the effective re- 
sources which the Fund could ever derive from them would also 
— as in the case of the present currency subscriptions to the Fund’s 
capital — be limited to a mere fraction of the amounts actually 
negotiated. Of the $6 billion suggested by him, the $3.5 billion to 
be contributed by the United States and the United Kingdom could 
not be touched as long as these two countries do not develop sub- 
stantial surpluses in their balance of payments; and of the $2.5 bil- 
lion to be contributed by France, Germany, Canada, and “ some 
other countries”, only those amounts could be used which corres- 
ponded to the individual surpluses of any of the contributing coun- 
tries (5). Once more, and exactly as for national currency subscrip- 
tions to the Fund’s capital and capital increases, complex negotiations 
involving a large number of countries would end up in endowing 
the Fund with far lesser amounts of real, usable, resources than 
would appear at first view. Below the mountain of paper subscrip- 
tions and debentures, there would lie only a molehill of currencies 
actually usable for Fund lending. 


IV. A Modest Initial Step 


Yet, as radical a reform of the Fund as that proposed here is 
bound to require some time before it can be fully understood, 
appraised and negotiated. It will also have to surmont the enormous 
resistance which inertia, complacency and fears of anything new 
and unfamiliar, have always opposed to institutional progress, par- 
ticularly in the international field. 


(4) See the passages quoted in Gold and the Dollar Crisis, pp. 91-92. 
(5) See his Joint Economic Study Paper No. 16, International Effects of U.S. Economic 
Policy, January 1960, p. 86. 
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A first, and very modest, step could be undertaken far more 
rapidly and simply, and yet be sufficient to achieve large results in 
minimum time. Let the International Monetary Fund declare its 
willingness to accept, on a purely voluntary basis, reserve deposits 
from member central banks. These reserve deposits would carry 
an exchange guarantee, earn interest to the depositors, and be freely 
usable to purchase from the Fund any currencies needed for inter- 
national settlements. They could be acquired from the Fund against 
equivalent surrender of gold or of any balances in convertible cur- 
rencies — primarily sterling and dollars — which the debtors of 
such balances agree to guarantee against the devaluation of their 
own currency and to amortize progressively, but at a maximum pace 
of, let us say, 5 per cent annually, insofar as deemed useful by the 
Fund for the proper conduct of its own operations. 

The members’ own interests should stimulate a considerable 
demand for such jinterest-earning, and yet exchange-guaranteed 
deposits. They would offer an attractive alternative to the massive 
conversions of dollar and sterling balances into gold, which have 
long been a major source of worry for the United Kingdom and 
have recently become an equal source of worry for the United States. 

The keystone of such a proposal was endorsed unanimously, 
more than a year ago, by the Radcliffe Committee on the Working 
of the Monetary System (6). Agreement between the United States 
and the United Kingdom would practically guarantee the acceptance 
of this recommendation by the Fund. Other countries, indeed, could 
have no reason to oppose a step which imposes no obligation on 
them, but offers them, on the contrary, an additional and particularly 
attractive outlet for the investment of their monetary reserves. These 
other countries now retain, without any compulsion whatsoever, 
more than half of their reserves in national foreign currencies, always 
exposed to devaluation, inconvertibility, blocking, or even repudia- 
tion by the debtor. There is every reason to believe that no com- 
pulsion should prove necessary to induce them to retain as large a 
proportion, at least, of their reserves in the interest-paying and 
exchange-guaranteed deposits which would now be offered to them 
as an alternative. 

This simple and immediately feasible measure might thus suf- 
fice to head off the crisis that could otherwise ensue from panicky 


(6) See p. 248 of the Report. 
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conversions of dollar and sterling balances into gold. This would 
give central banks the time necessary to gain familiarity with the 
system, and to negotiate with greater confidence the more ambitious 
reforms necessary to consolidate it and to adjust the IMF and the 
international monetary system to the needs of our age. 

May I, in closing, urge the reader to keep a sense of perspective 
in appraising the broad issues raised by my proposals and by Mr. Alt- 
man’s criticisms. No human institution will ever be perfect and 
foolproof. The reforms which I suggest are certainly not exempt 
from a number of shortcomings, some of which — but not all — 
might be corrected in the process of negotiation. These short- 
comings, however, should be compared with those of an interna- 
tional monetary system whose long term survival is admittedly im- 
possible — at least beyond the five or ten years’ reprieve optimisti- 
cally granted it by Mr. Altman — and whose short-term functioning 
involves us right now in the most reckless and unnecessarily gambles 
about prospective gold production in South Africa, prospective gold 
sales by Russia in Western markets, the willingness of the key 
currency countries to supply reserves to the rest of the world through 
large and persistent deficits in their international payments and, last 
but not least, the continued acceptability of these countries’ increas- 
ing flow of IOU’s as a safe medium for the investment of their 
monetary reserves by the other countries of the world. 


Yale University, New Haven RosErRT TRIFFIN 


APPENDIX 


I would like to meet here a number of minor points raised by 
Mr. Altman, but some of which may be due to accidental misprints or 
cleared up by agreement on the exact meaning of some of the concepts 
and techniques used in his calculations: 


1. Mr. Altman’s guess in footnote 3, on p. 5, is perfectly correct. 
The 20 per cent criterion retained for compulsory reserve requirements 
was not uninfluenced by my hope that the coincidence which he notes 
would facilitate the acceptance of the proposed reform by the country 
which will have the largest voice in its negotiation. 
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2. The calculations mentioned in paragraph 11 (p. 5), paragraph 25 
(p. 11), and paragraph 49 (p. 25) are based on the most pessimistic, but 
not necessarily most realistic, guess as to the relative attractiveness of 
gold and Fund deposits to the members of the reformed Fund. See 
p. 113 of my book. I would particularly object to the word « presumably » 
in the last sentence of paragraph 11 as representative of my thoughts on 
this matter. 


3. The estimates quoted in paragraph 25 and footnote 1 (pp. 11-12) 
are somewhat garbled and partly ununderstandable to me. The deposit 
requirement of the U.S. should read $4.5 billion, instead of $4.1 billion. 
The $2 billion of net claims on the IMF would be transformed into Fund 
deposits and raise by an equal amount the gross monetary reserves of 
the U.S. (see p. 13 of my book). Finally, $3.5 billion of short-term 
liabilities to foreigners would be converted into long-term liabilities to 
the Fund. These calculations may be “controversial”, but few people 
would hesitate to regard the net effect of these transactions as a “ streng- 
thening” rather than a “weakening” of the United States reserve 
position. 


4. The increase in Germany’s reserves was excluded by me, fol- 
lowing Mr. Altman’s own assumption in International Reserves and 
Liquidity, from the calculations of prospective reserve requirements dis- 


cussed in paragraph 39 (p. 18). 


5. The doubts raised by Mr. Altman at the end of paragraph 40 
(p. 18) about the future reserve policies of the United Kingdom, and 
supported by his extensive footnote quotation from the Radcliffe Com- 
mittee report, are not unreasonable. Let me note, however: 


(a) that he rounds upward to $5 billion the $4.6 billion figure 
used in my calculations and quoted correctly by him in paragraph 4 (p. 2); 

(b) that a $4 to $5 billion reserve target was repeatedly mentioned 
by the British in numerous official statements regarding the restoration 
of sterling convertibility; 

(c) that my figure of $4.6 billion is likely to be as close to a 
realistic reserve target for Britain as the one of $2.2 billion implicit in 
the calculations of the Fund’s report on International Reserves and 
Liquidity; 


4 
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(d) that my estimate of $2.5 billion for France is far closer to the 
current level of French reserves than the $1.2 billion estimate of the 
same study. 


6. I agree with Mr. Altman’s criticism (in paragraph 40, p. 20) of 
the inclusion of IMF exchange assets in the estimate of world reserves 
used in my Wicksell lectures. This figure was borrowed somewhat hastily 
from the International Financial Statistics’ own estimates of world reserves 
which might profitably be revised also, for instance along the lines sug- 
gested by Mr. Altman in paragraph 55 (p. 29). I cannot, however, quite 
reconstruct the derivation of his $3.3 billion for reserve increases in this 
paragraph, unless he includes there non-official holdings of deposit money 
banks as reserves. 

May I finally express some surprise at his use of my 1958 lectures 
in this sole connection, in preference to the more comprehensive and 
revised estimates used in my book and other more recent writings? 


Rosert TRIFFIN 











The Structure of Money Markets 


I 


Money markets can be of many different kinds, though neces- 
sarily they must have some common elements. Defined most 
simply, a “money market” may be described as a centre in 
which financial institutions congregate for the purpose of dealing 
impersonally in monetary assets. This is admittedly a grossly 
over-simplified version of the variety of organisational forms which 
are found in the real world. 

Nevertheless, it serves to emphasise three essential characteristics 
of such markets: (1) that the group of markets collectively described 
as a “ money market” is concerned to deal in a particular type of 
asset, the chief characteristic of which is its relative liquidity - i.e., 
the readiness with which it can be converted into cash without 
the risk of substantial loss; (2) that such activities tend to be 
concentrated in some centre (or centres) which serves (or serve) a 
region or area. The width of such areas may vary considerably. 
Some “money markets” have become world financial centres, or 
at least international in their scope. The direct influence of others 
may be restricted to part only of a national economy (e.g., Chicago 
or San Francisco in the United States), though these may have 
links more or less strongly developed with other centres in the 
same economy (in the example quoted, with New York and 
through New York with the country as a whole). In one or two 
instances, there may be a situation which can best be described 
as a “condominium” - e.g., Sydney and Melbourne in Australia; 
Bombay and Calcutta in India. (3) On a very strict definition, 
the relationships that characterise the money market must be 
impersonal in character and competition will therefore be relatively 
“ pure ” - i.e., dealings between the parties concerned should not be 
governed or influenced wholly or in part by persona! considerations, 
though in fact this is an ideal likely to be only rarely achieved 
in practice. 
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Perhaps the last condition can best be emphasised by offering 
a contrasting example. In a true money market, strictly defined, 
price differentials for assets of similar type and maturity will tend 
to be eliminated by the interplay of the conditions of supply and 
demand. Some differentials will no doubt continue to exist at any 
one point in time, because in a dynamic situation the system of 
prices will be caught moving towards whatever, under current 
conditions, is the “equilibrium” price. Nevertheless, such diffe- 
rentials as remain will not generally be of any great consequence. 
When credit relations become “ personal”, on the other hand, 
there may be favoured customers who are accorded special rates, 
because of the size and continuity of the business offered, or 
because the borrowing customer and his business are well and 
favourably known to the lender. Sometimes, a loan may be 
granted at low rates because of mere friendship between the two 
parties, but that is the ultimate extreme. Moreover, the reverse 
experience is also possible — high rates charged to borrowers, who 
offer small and occasional business and who may not be very well 
known to the lender. 

Defined in a narrow sense, the term “money market” is 
therefore applied to that group of related markets, which deals 
in assets of relative liquidity — such as call money, Treasury bills 
or notes, bills of exchange (or other “commercial paper”), and 
(in a British context) short-dated Government bonds. In some 
centres, the term is applied very narrowly indeed, as in London, 
where the money market is regarded as deriving primarily from 
the market relationships between the discount houses and the 
commercial banks. Nevertheless, such an emphasis must not blind 
us to the fact that the term is not infrequently also applied in a 
wider and looser context. In its broader connotations, the term 
encompasses the whole complex of financial institutions, which 
in varying degrees act together to satisfy the monetary needs of 
a community and, sometimes, such institutions are scattered 
spatially over a wide area. 

Whatever type of definition one attempts, money market 
structure shows a wide diversity of form and it would serve no 
useful purpose to impose a classification by categories. In this field, 
probably more than in any other, it is extremely difficult to find 
any precise lines of division between one “ type” and another. Over 
recent years, it is true, economists have increasingly attempted to 
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draw a distinction between “ developed ” and “ undeveloped ” money 
markets, but the forms of organisation are so various that the line 
of demarcation becomes decidedly blurred. It is surely all a matter 
of degree. Yet some “standard of reference” there must be. 

On many occasions, an attempt has been made to resolve this 
dilemma by employing as a standard of reference a model based 
on a market already considered to be “ developed” or “ mature”. 
Over many years, the London money market has been so regarded. 
Latterly, an increasing amount of attention has been focussed 
(especially in “ under-developed” areas) on United States arrange- 
ments centred on New York. There are no doubt historical 
reasons to explain this tendency to refer to experience elsewhere, 
but when attempts have been made to translate these models to an 
environment quite different from that in which the relevant model 
was evolved the results have not always been particularly happy. 
At the same time, the efficiency of the London institutions in 
particular in catering for the demands not merely of a complex 
industrial economy, but also for the needs of that much wider 
area, which has chosen — or (sometimes) been obliged — to use 
sterling as its basic currency has prompted an intensive study of its 
mechanism as a means of discovering just what a money market 
can be expected to do. While this in no way justifies the application 
of a similar model or blueprint to the rest of the world, there is, 
nevertheless, some purpose in using the example of a “ mature” 
money market as a standard of reference. Environments may 
differ, but the essential characteristics, as distinct from the precise 
institutional forms, have a generality of possible application much 
wider than may at first be conceded. 

Mature financial centres appear to be distinguished by the 
satisfaction of the following main sets of conditions: (1) there is 
in existence an integrated structure of markets and institutions, 
grouped about a central bank capable and willing to act as a true 
“lender of last resort”; (2) the commercial banks have come to 
employ their cash reserves more economically, this being evidenced 
either by the emergence of more or less stable behaviour patterns 
with regard to cash ratios, the necessary adjustments being effected 
by movements into and out of other (earning) liquid assets, or 
by the acceptance of lower cash ratios, in which case there is an 
obvious economy in the holding of cash (on occasion, there is 
evidence of both developments); (3) to the extent that the propor- 
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tion of deposits held in the form of bank cash has ceased to fluctuate 
significantly, other liquid assets have assumed the function of 
providing a cushion and, though the liquid assets ratio itself may 
remain highly variable, there is likely to be an increasing emphasis 
on the desirability of observing an effective minimum; and (4) 
there is a high degree of specialisation of function. 

For a money market of some kind to exist not all of these 
conditions need be satisfied. The order of arrangement is deliberate. 
No money market could exist without satisfaction of the first 
condition, though in developing an appropriate degree of integration 
elements of (2), (3) and (4) are also likely to emerge. Determination 
of the extent to which these conditions are “ significant”, if not 
essential, is the main purpose of the present article. 


II 


Integration of structure has two aspects: (a) it may relate to 
the central money market itself; and (b) it may apply more generally 
to the overall structure of a country’s financial institutions. Com- 
plete integration would presuppose both types of condition, but 
it is possible for one to exist without the other. 

Thus, in the two main money market centres of India — 
Bombay and Calcutta — there is already a high degree of integration 
of institutions operating in the central markets, but there is not 
yet any overall integration in the system as a whole, where firmer 
links remain to be forged between the so-called “ organised ” sector 
and the indigenous lenders, such as the Multani and Mawari 
bankers (1). 

A more or less reverse situation formerly obtained in Australia. 
There the banking system as such demonstrated a high degree of 
integration, based on a small number of trading banks, each with 
developed branch banking systems. What was rather slow to 
emerge was a central market concerned with dealings in short-dated 
paper. At the same time, it might well be argued that this situation 


(1) The role of these indegenous institutions is discussed in my chapter “ The Business 
of Banking in India” in R.S. Sayers (Editor): Banking in the British Commonwealth 
(Oxford, 1952), pp. 177-186 and pp. 201-216. On this point, reference might also be made 
to “ The Indian Money Market”, in Banca Nazionale del Lavoro Quarterly Review, No. 21, 


1952. 
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would scarcely have persisted so long had the Australian monetary 
authorities not been so cautious in waiting upon a natural growth 
of appropriate institutions and techniques. In the result, a sizeable 
“ unofficial ” market was already in existence by the time the autho- 
rities finally agreed to accept responsibility and to provide lender 
of last resort facilities at the central bank. 

An integrated structure is significant in that the influences 
operating in one market, or affecting one particular institution in 
a group, will tend under these conditions to be transmitted fairly 
readily to other related markets or institutions and consistency will 
be maintained in the relationships between the several prices for 
money and money substitutes. 

In a central money market, in which money loans are made 
available in several forms and with a variety of maturities, it will 
be possible to speak of a truly integrated structure only if continuous 
relationships are maintained between the relevant markets. Each 
market will have its own price for the type of money or money 
substitute in which it deals. For integration to exist, there must be 
links between these several markets and their respective prices. 
If one price ceases to be consistent with other related prices, 
adjustments will tend to take place such that consistency is restored. 
Borrowers will move out of a market where prices are high in 
relation to other prices into other markets where prices are more 
attractive. Similar possibilities must exist for lenders, such that they 
can move their funds to markets offering them a relatively higher 
rate of return. In this way, funds will tend to “ spill over” from 
one market into another. 

Absolute equality of price need not be — and rarely would 
be — the final result, but when due account has been taken of 
considerations of liquidity and maturity (and the several markets’ 
attitudes in such matters), the prices which obtain should be 
consistent. In order that funds might move in the required direc- 
tions, channels of communication must run between the several 
markets. This is a prior condition of effective integration. 

The necessary links will be provided by those institutions 
(e.g., banks and insurance companies) which habitually operate 
either as lenders or borrowers in more than one market. Within 
limits set either by self-imposed rules (themselves derived from 
experience) or by the requirements of the monetary authorities, 
these institutions will usually re-shuffle their portfolios from time 
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to time. They may do this in order to secure the sequence of 
maturities they desire, or as a means of maintaining their profits. 

Nevertheless, it is unlikely that perfect shiftability will be 
possible and a number of “frictions” will ordinarily operate to 
impede the free movement of funds from one market to another. 
The costs of shifting may include brokerages and commissions, 
taxes and the costs of investigating the placement of funds. In 
addition, there are the subjective costs associated with the incon- 
venience and bother of frequent movements into and out of markets. 
Risk and uncertainty will also operate as a barrier to the free 
movement of funds. In particular, there is the risk of depreciation 
in capital values, which is likely to be highly influential in those 
cases where it is not intended to hold securities to maturity (2). 

At the same time, frequency of operation will tend to bring 
its own economies and the deterrent effects of risk and uncertainty 
are also likely to be weakened as continuous experience of market 
conditions produces a more informed basis for expectations and for 
action prompted by them. Indeed, ignorance can operate as the 
biggest barrier of all. Thus, where practices vary considerably 
between markets (as between the “ organised” and bazaar markets 
in India) and there is no common code of conduct, full integration 
is not possible. There must be mutual trust and an understanding 
of the relevant techniques and practices, if the risks of shifting 
are not to loom too large and virtually to forbid movement between 
dissimilar markets. The situation in India is a rather exceptional 
case, overlaid by a high degree of integration in the “ organised ” 
sector, but it serves to illustrate the general principle. Once there 
develops a continuous and significant movement of funds from one 
market to another, and from one sector to another, the forces 
making for integration cannot long be denied. 

In considering the broader concept, viz., integration as applied 
to the overall structure of a country’s financial institutions, it will 


(2) This is not always as big a deterrent as one might suppose. For example, losses 
may be treated as a deduction for tax purposes in one year, the proceeds of the sale of the 
securities that occasioned the loss being reinvested in a similar issue at currently low prices. 
If these securities should rise in price, they may be sold during the following tax year at 
a profit, which may then be taxed as a capital gain at a lower rate. Hence, the character 
of relevant tax arrangements must be taken into account when “ shifting ” is being considered 
and the tax laws may not infrequently be a major influence in determining investment 
decisions. 
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be found that similar conditions must be satisfied. For a country’s 
banking system to be integrated, it is implied that funds can be 
moved without difficulty from one institution to another and from 
one point in the economy to another. The opposite of an inte- 
grated system in this sense would be one in which there was a large 
number of institutions, whose standing and methods of doing 
business were so different that each tended to have its own special 
group of customers, the rates charged being such as might be 
agreed upon in bilateral deals, very largely in ignorance of what 
might be charged or offered elsewhere in the economy. 

That is an extreme unlikely to be met with in precisely that 
form in any modern country. Improved communications and the 
forces of competition both operate to preclude the possibility. 
Nevertheless, approximations to it can be found (e.g., in what was 
formerly Indochina and in parts of India and Africa) where in the 
indigenous sectors such relations are not uncommon. 

Complete integration of the domestic banking system will 
also be difficult to achieve where a country is served to a significant 
extent by banks owned abroad. In these circumstances, reserves’ 
will often be held outside the economy to be drawn on as 
required and, in the absence of specific measures invoked to limit 
freedom of action, such banks could remain largely independent 
of local controls and able to reduce to a minimum their relations 
with local institutions. 

Formerly, this was a not unjust description of British exchange 
banks operating in Asian countries and of the so-called ex-patriate 
banks with business connections in Africa (3). Latterly, both these 
groups of banks have in a number of instances been obliged by 
local laws to hold specified proportions of their assets within the 
areas in which they trade. In addition, they have tended to become 
much less exclusive and have begun to establish closer relations with 
indigenous institutions. This has been very largely a consequence 
of assimilation of practice and outlook, with a breaking down of 
the barriers of ignorance on both sides. Only on that basis can 
continuing relations between foreign and domestic institutions be 
established and maintained. 


(3) For a description of arrangements in African territories, see W.T. Newtyn and 
D.C. Rowan, Money and Banking in British Colonial Africa (Oxford, 1954), passim. 
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Ill 


So far little has been said about the mechanical arrangements 
for effecting integration. A fundamental requirement is the free 
movement of money and of monetary assets, so that temporarily 
surplus funds can be absorbed at points in the system where — at 
current prices — there is a demand for them. 

Thus, within a money market centre, there may be a call 
loan market to assist in ensuring the fullest possible employment 
of available cash. Leading examples of these arrangements are 
the call money markets of Bombay, Calcutta and Karachi. The 
commodity dealt in is not strictly “ cash” as such but “ near cash ”. 
This is true both of call money markets and of the similar type 
of market in “ federal funds ” that exists in the United States based 
on New York (4) and which facilitates dealings in entitlements to 
balances with the Federal Reserve Banks. The funds dealt in are 
primarily the excess reserve balances of certain member banks of 
the Federal Reserve System which desire to make them temporarily 
available in the market. The demand comes mainly from other 
member banks that need to command such balances in order to 
adjust their reserve positions to accord with existing statutory 
requirements. 

In most of these markets, a proportion of the resources dealt 
in is placed by brokers. In London, often quoted as the leading 
example of this type of activity, the intermediaries act as principals 
and the discount houses borrow from the banks at call in order to 
carry portfolios of bills and other short-dated securities. When 
money is called by one bank, it can usually be re-borrowed from 
another and a circulating fund is thereby kept in constant employ- 
ment. Indeed, because of the compactness of this market, there is 


(4) See Hoparr C. Carr, “ Federal Funds” in Federal Reserve Bank of New York, 
Money Market Essays (March, 1952), pp. 13-16. See also R.S. Sayers, “ The New York 
Money Market through London Eyes” in Central Banking after Bagehot (Oxford, 1957); 
J. S.G. Wison, “ America’s Changing Banking Scene - The Money Market”, The Banker 
(London) June 1957, Parker B. Wittis, The Federal Funds Market, its Origin and Develop- 
ment (Federal Reserve Bank of Boston, 1957); and Board of Governors of the Federal Reserve 
System, The Federal Funds Market - A Study by a Federal Reserve System Committee 
(Washington, 1959). 
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a higher degree of integration at the centre than exists anywhere 
else in the world and it is on these grounds that many in the City 
of London would argue that only a discount market of this type 
can constitute a true “ money market ”. 

Not only is the market for call money concentrated in the 
hands of a few specialists, but the same houses that provide the 
arrangements for evening out the supply of cash as between the 
commercial banks also serve as retailers of bills of the required 
maturities, so that the banks can adjust their secondary reserves 
of short-dated paper as and when necessary. Further, it is usually 
the discount houses that effectively “make” the market for short- 
dated bonds and thus concentrate transactions in related types of 
monetary assets in such a way as to ensure the closest possible 
approximation to consistency in rates and vields. 

Paris also has a discount market, though it is much smaller 
than that in London. Thus, the discount houses in Paris borrow 
from the banks and other institutions for the purpose of carrying 
a portfolio of Bons du Trésor and commercial paper, thereby 
assisting the banks to adjust their liquid assets positions in accor- 
dance with current requirements. But, except for the smallest 
houses, their role as an intermediary in facilitating the “open 
market ” operations of the Bank of France is quantitatively more 
important. In Paris, much of the discount houses’ business is 
based on en pension arrangements, whereby paper is bought under 
an agreement to re-sell. Furthermore, the discount houses them- 
selves regularly sell en pension paper that they have purchased 
in this way, the transactions being reversed at the end of the 
pension (usually in two or three days at most). “Open market” 
operations are also formally effected in this way. 

In the “ federal funds ” market in New York, the main supply 
of overnight funds derives from commercial banks with temporarily 
excess balances, entitlement to which they are prepared to sell, 
though Government security dealers may also acquire a title to 
“federal funds” in the course of their operations (e.g if a dealer 
sells Government securities to the Federal Reserve he will receive 
payment in “ federal funds”) and these, too, may come on to the 
market. The bulk of the demand for “ federal funds ” comes from 
banks that require to buy them in order to build up the average 
of their reserves within the current reserve requirement period. 
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Many, but by no means all, of these transactions are consum- 
mated in New York through the agency of an intermediary. For 
example, a bank in need of funds may indicate its requirements to 
a dealer, which in one or two cases may be another bank. The 
latter may have funds of its own and be willing to sell, or it may 
know of some other bank that is anxious to place funds. Not only 
will the dealer be in a position to match borrowers and lenders, 
but he will also be informed on current movements in the rate. 
Generally speaking, intermediary activities concentrate on the bro- 
kering function, the most important of these brokers being a stock 
exchange firm, which merely brings buyers and sellers together and 
is in no way an active participant in the market. For this service, 
it does not generally charge a commission (5), though in considera- 
tion of these services it naturally hopes to attract additional stock 
exchange business to itself. 

Nevertheless, not all banks resort to an intermediary in their 
“federal funds” operations and quite a number prefer to deal 
directly between themselves (there are also markets other than 
New York, some of which are relatively important -.e.g. in San 
Francisco). Further, because technically these transactions are in 
the character of a loan and are therefore subject to legal limits (6), 
there may be times when the size of the required adjustment causes 
inconvenience. In these circumstances, it is becoming common for 
banks to resort to sale and repurchase agreements in respect of 
short-dated Government securities (or “ buy-backs ”), which closely 
resemble the French en pension arrangements. The same purpose 
is served and rates will be consistent with those that currently 
obtain for “ federal funds ”. 


IV 





If there is to be complete integration, the possibility of mone- 
tary adjustment must also exist for the system as a whole, so that 





(5) Some commercial banks do pay this firm a small commission, since they wish to 
avail themselves of its facilities, but feel that they have insufficient stock exchange business 
to offer them in compensation for their services as a broker in “ federal funds ”. 

(6) For example, subject to certain exceptions, a national bank may not lend to any 
one borrower more than to per cent of its unimpaired capital and surplus. Again, national 
banks are generally restricted in their aggregate borrowings to the amount of their capital 
stock. 
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funds can be moved from points in the economy where they are in 
surplus to those where — at current prices — there is a deficiency 
in supply. In a country which possesses a small group of banks 
doing similar types of business, each with a developed system of 
branches, funds can be transmitted easily both from one point 
to another within a particular branch network and, where necessary, 
between the institutions concerned. Yet the existence of developed 
branch systems is not an over-riding prerequisite of integration in 
this sense. A unit banking system can also demonstrate a high 
degree of integration, provided adequate arrangements exist for the 
movement of funds between widely separated points in the economy. 

The bill brokers supplied such facilities in nineteenth century 
England, thereby enabling local banks either to supplement local 
resources by borrowing on bills or to lend locally surplus funds 
by buying bills drawn outside their town or district. 

In the United States, correspondent relationships have enabled 
“unit banks” very largely to overcome the disadvantages of restric- 
ted branch banking, facilitating the flow of funds from one eco- 
nomic region to another to meet (for example) the demands of 
seasonal finance. In nineteenth century England, this type of 
solution ultimately proved too costly and the path of amalgamation 
and branch development offered a more appropriate means of 
integration. But in the United States, so it seems. the fear of 
monopoly has proved far stronger than the possibilities of cost 
reduction. At the same time, there can be little doubt that the 
“federal funds” market has greatly assisted in overcoming the 
disadvantages of a banking system in which branch development 
is considerably restricted. Its operations help to siphon funds out 
of sectors of the economy where otherwise they would have remained 
idle and to put them to work (say) in areas where seasonal demands 
for finance are at their height. Not only does this market help to 
correct any maldistribution of funds obtaining as between regions, 
but its existence may also materially assist in diffusing over a wider 
area than would otherwise have been possible the effects of open 
market operations. The latter influence the overall availability of 
funds at the centre. This is likely to be reflected directly in the 
“ federal funds ” market and, to the extent that they deal in “ federal 
funds” in New York, banks throughout the country will quickly 
feel the impact of Federal Reserve operations. 











Banca Nazionale del Lavoro 


In France, there are elements of both systems — some banks 
have a nationwide network of branches; there is also a grouping 
of regional and local banks headed by a leading Paris bank; 
finally, there is the large number of regional and local banks which 
for the most part depend on the services of correspondents. Similar 
“ hybrids ” exist in a number of other countries. 

Whatever the form adopted, the greater degree of integration 
that is achieved will serve to make funds available to meet demands 
wherever they might arise. This is reflected in a tendency towards 
equality of rates for similar types of business even at widely 
separated points in the economy. Thus, for a similar type of 
advance, rates will be the same in London as in the North of 
England, Scotland or Wales. Even the rates paid by the building 
societies on shares and deposits, and charged on mortgage loans, 
which are sometimes quoted as an exception to this statement, tend 
to move with other rates, though on occasion there is admittedly 
something of a time-lag. Savings bank rates are, however, much 
more sticky. 

In Australia, which has a branch banking system on the 
British model, interest rates do not vary (for essentially similar 
types of business) from East to West, or from North to South. 
In the United States, where branch systems are both less common 
and less extensive, interest rates do vary — sometimes quite 
markedly — but the basis of variation frequently seems to be 
more the size of borrowing than regional factor as such. Although 
it may seem to be significantly cheaper to borrow in New York 
City than in Southern and Western centres, in fact the differences 
are not considerable for the larger types of loans. Rates on small 
loans, however, do show some regional differences. Minor local 
differences occur in France, but even before the introduction of 
the present arrangements for centralised control, there was already 
a tendency towards uniformity. By way of contrast, rates in India 
have sometimes shown quite a wide spread, both as between different 
centres and in the respective sectors of the banking system. To a 
large extent, this has frequently been due to dissimilarities in the 
types of business undertaken, but it may also be associated with 
an imperfectly integrated banking structure. 





The Structure of Money Markets 63 


V 


Integration of structure in the senses described above is essential 
to the development of a money market of whatever kind. Asso- 
ciated with it and partly in consequence of it, there has also tended 
to emerge a more economical use of available cash resources. In 
some contexts, this has resulted in the development of more stable 
behaviour pattern with regard to the maintenance of cash ratios. 
In others, it has led to the acceptance of lower cash ratios. Occa- 
sionally, there have been elements of both. The more economical 
use of cash is without doubt an important by-product of a truly 
integrated banking structure. Nevertheless, full advantage is unlikely 
to be taken of opportunities to economise cash, unless there also 
exists a central bank that is capable and willing to act as a fully- 
fledged “lender of last resort ”. 

Of themselves, the arrangements that lead to integration mate- 
rially assist in economising cash and other liquid resources. This 
is true both of the growth of call loan and other related markets 
(such as the “ federal funds” market in the United States) and of 
the wider application of branch banking or of correspondent rela- 
tionships. When there exists some mechanism whereby the full 
employment of such liquid resources as are available can be assured, 
there is less necessity to hold reserves at high levels and banks 
can work to a finer margin. That is by no means the whole story, 
but it is an important part of it. 

Another essential element is the knowledge that the banks 
can depend on the central bank as a true lender of last resort. In 
the final analysis, it is the existence of borrowing facilities at the 
central bank that makes it possible for them to accept standards 
of liquidity much lower than they might otherwise conceive to 
be adequate. 

There are many countries where banking business is subject 
to quite marked seasonal fluctuations. The banks may accommodate 
this type of situation in one of three ways: (a) they can hold much 
higher cash ratios than would otherwise have been necessary and 
allow them to fluctuate in accordance with the demands of business; 
(b) they can hold Jess cash and place a higher proportion of their 
assets in securities that are readily marketable, so that they can 
easily adjust their cash position either by compressing or expanding 
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their holdings of liquid assets (other than cash), though resort to 
this technique may well oblige them from time to time to accept 
capital losses as a result of sales on a falling market; or (c) they 
can hold lower, and possibly stable, cash ratios and have recourse 
to the central bank against the lodgment of security on those 
occasions when the pressure of demand for loans and/or cash is 
heavy. Nevertheless, the commercial banks cannot expect to borrow 
freely from the central bank at all times, unless they are prepared 
to accept its authority and such discipline as the central bank may 
feel constrained to apply, e.g. by determining the price at which it 
will make accommodation available to borrowing banks, or by 
stipulating the composition of their asset structure. 

In order to enforce its wishes, a central bank operating in a 
mature money market will usually intervene from time to time 
both to influence the amount of cash and other liquid assets avai- 
lable and the prices that apply to the securities dealt in. However, 
even where appropriate market arrangements exist, a central bank 
will only be able to undertake “ open market operations ” (a) if it 
is empowered to purchase and to hold the types of assets that are 
available in the markets; and (b) if it is adequately supplied at all 
times with assets that it can sell in these markets. Usually, central 
banks have been inhibited less by limitations on the types of 
securities that might be purchased — though such restrictions have 
sometimes existed — than by a shortage of “ ammunition ”. Indeed, 
both in the United Kingdom and in the United States, prior to 
the development of the Treasury bill as a popular and convenient 
means of Government borrowing, an embarrassing dearth of 
saleable assets was a not infrequent experience. 

Historically, governments have usually obliged quite hand- 
somely in providing convenient instruments in adequate — and 
sometimes more thari adequate — amounts. Even in the absence of 
an accommodating government, central banks have not always been 
powerless and, on occasion, they have themselves created appropriate 
instruments. Thus, the Central Bank of Argentina in the nineteen- 
thirties issued a security of its own for sale to commercial banks (7) 
and, more recently, the Central Bank of Ceylon decided to supple- 


(7) See S.N. Sen, Central Banking in Undeveloped Money Markets (Calcutta, 1952), 
Appendix to Chapter 4, “The Argentine Experiment, 1935-1939” (pp. 76-84). 
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ment Government issues by offering short-term paper specially 
created by itself, because its “own portfolio was very limited” (8). 
At the same time, let it be understood that a dearth of ammunition 
appropriate for the carrying out of open market operations, while 
it may prove greatly inconvenient to a central bank, by no means 
precludes disciplinary activity of a more direct kind (e.g., by 
requiring the maintenance of minimum cash reserve ratios or the 
holding of special deposits with the central bank). The existence of 
a strong, active central bank will serve to stimulate integration 
by fostering the growth of the right sort of environment, but the 
precise character of the discipline imposed can vary a great deal. 
The more economical employment of cash — permitting the 
maintenance of either relatively stable or lower cash ratios — may 
be brought about in several ways, but an essential prerequisite is 
a strong central bank. In England, for example, it was the growth 
of the bill market, which made possible the achievement of relatively 
stable cash ratios, since this market provided an outlet for tem- 
porarily surplus cash that was invested by the discount houses in 
a relatively liquid security. It was not, however, until the discount 
market’s own liquidity was in effect underwritten by the Bank of 
England’s complete acceptance of its responsibilities as a lender of 
last resort that the joint stock banks could safely hold their cash 
ratios at what became a conventional minimum of approximately 
to per cent. After the abolition of “ window dressing” in 1946, 
this was reduced to a more or less constant 8 per cent, which the 
authorities now expect the banks to observe. This has been asso- 
ciated with a minimum liquid assets ratio of about 30 per cent. 
The policy in England of maintaining a more or less fixed 
cash ratio is something of a special case. In the large number of 
countries where commercial banks are required to maintain mini- 
mum cash reserves, these minima can usually be varied within 
specified limits. It is obviously less likely under these conditions 
that fixed cash ratios will obtain, but the technique does tend to 
impose a more standard type of behaviour than previously existed 


(8) See Central Bank of Ceylon, Annual Report of the Monetary Board to the 
Minister of Finance, for the year 1955, p. 7. Two aspects of this experiment that were 
specifically noted in the Report were, first, the possibility of developing central bank paper 
as a security specially attractive to the non-banking private sector and, second, the need to 
expand the existing small security market of the country. 
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and to mould the commercial banks to a pattern. Only when excess 
reserves obstinately remain at high levels is large-scale non-confor- 
mity possible. Thus, in the United States, where the existence of 
excess reserves has on a number of occasions enabled the commercial 
banks to act somewhat independently of the authorities, more recent 
experience (for example, during 1955 and 1956) has demonstrated 
what can be done when the authorities are prepared to put on the 
pressure in the open market. Moreover, this pressure has on the 
whole been exerted successfully, despite the widely divergent practices 
of commercial banks in the United States with regard to secondary 
reserves (9). 

In countries which neither apply a fixed cash ratio nor minimum 
reserve requirements, the general experience has been a tendency 
for cash ratios to fall. This has certainly been true of a number 
of European countries (10), where banks have become accustomed 
to work to much finer margins of cash than at one time was 
regarded as appropriate. In terms of the preceding discussion, it 
is argued that this, too, assists in providing conditions favourable 
to a greater degree of integration. 

Much of the argument in this section has been concerned with 
the behaviour of the banks’ cash reserve ratios, whereas the authors 
of the Radcliffe Committee’s Report (11) would doubtless feel that 
emphasis should be placed on the “ wider structure of liquidity in 
the economy ” and most economists would surely agree with them. 
One of the chief means (12) of influencing this “ wider structure 
of liquidity ” is by controlling the liquidity of lending institutions 
that by contributing to the “ ease with which money can be raised ” 
influence the liquidity of the economy as a whole. 


(9) Not only does the proportion of total assets held in the form of Government 
securities vary greatly from one bank to another, but maturity distributions also demonstrate 
a wide scatter. Nor are these circumstances obviously related to size of bank or to the 
regional distribution of the institutions concerned. Nevertheless, whatever the habits of a 
particular bank in this respect, it will at some point be susceptible to market pressure and 
this is what seems to have happened. 

{10) See E, Browatpu and L. E. TuHunnotm, Changes in Bank Balance Sheets, 1938- 
1952. Institut International d’Etudes Bancaires (Paris, 1954), p. 13. 

(11) Report of the Committee on the Working of the Monetary System. Cmnd, 827, 
1959. 

(12) The other is by resorting to fiscal policy and it should be unnecessary to emphasise 
that maximum effects can only be achieved if the two are operated such that they comple- 
ment each other. 
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Among these institutions, the banks hold a special position, 
because for most borrowers they are much the most convenient 
institutional source of short-term funds that is available (often the 
only source). Yet other institutions like hire purchase finance com- 
panies though they may not “ create credit ” also effectively stimulate 
the flow of monetary resources and their activities have similar 
effects. If, therefore, there is a case for controlling the liquidity 
of the banking system, it would seem desirable — and the present 
writer believes possible — to control the activities of these other 
financial institutions as well. 

To the extent that liquidity means the “ ease with which money 
can be raised”, it will obviously not be the cash ratio alone that 
is important, though the banks’ need to hold some cash (e.g. for 
transactions purposes) and their desire to economise in the amounts 
so held, are both highly relevant factors in attempting to bring 
pressure to bear on bank lending activity by operating upon their 
liquid assets as a whole. It matters little whether this is done 
through the agency of debt management (as the Radcliffe Committee 
has recommended) or by more direct means. The same ends will 
be served. 

Thus, by “managing” the National Debt, it is possible for 
the monetary authorities to induce movements in interest rates and, 
by this means, to bring about changes in liquidity. Provided the 
authorities avoid putting out an over-supply of short-term paper, 
holders of debt will have to consider from time to time the extent 
to which some of their longer-term securities remain liquid, in the 
sense that they can still be sold for cash without substantial loss. 
On those occasions when financial institutions are obliged to fall 
back on the cushion of their longer-dated securities for the purpose 
of obtaining the liquid resources necessary to support their lending 
programmes, they will become sensitive to any operations that affect 
the medium- and long-term parts of the rate structure. It is in this 
way that debt management can be used by the authorities to 
influence “ the wider structure of liquidity”. The difficulties about 
this prescription are (a) the danger that the authorities may be led 
into “ monetizing ” a large part of the National Debt; and (b) that, 
although it may be relatively easy to increase general liquidity by 
pushing bond yields down, it will be much more difficult to decrease 
liquidity by forcing them up, since even at attractive prices the 
institutions may not want to buy the securities that are being offered 
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for sale. However, the degree of dependence on the technique of 
debt management may be reduced by resorting to a variety of sup- 
plementary measures. 

The purpose of direct methods is to influence more rapidly the 
liquidity of lending institutions and thereby the liquidity of spenders. 
For example, if an effective minimum liquid assets ratio is in opera- 
tion as in England, where the authorities now virtually insist on 
a minimum of 30 per cent (13), amy increase in this ratio will 
subject the banks to immediate pressure. When the banks are “ lent 
up” much the same effect will be achieved by a call for “ special 
deposits ” by the Bank of England. 

On the assumption that the adjustment must be made more 
or less immediately (which virtually precludes a reduction in their 
advances), the banks must face the possibility of a capital loss if 
they sell bonds, and, though this may be reduced to some extent 
by tax rebates, it must have the effect of making the banks (and 
any other institutions to which such action might be applied) feel 
less liquid. It is the possibility of loss that makes the banks (or any 
similar institution) think twice about a further expansion of loans 
to the private sector. But the degree of possibility may conceivably 
vary. For example, if the banks carry in their investment portfolio 
a proportion of short-dated securities as a “ secondary” cushion of 
liquid assets (14), they can almost certainly sell without material 
loss. Furthermore, the official broker will generally seek to avoid 
demoralising the gilt-edged market and this will preclude any sharp 
drop in “ administered ” prices (if the sale is at all large, the demand 
can only come from official quarters). Finally, if Government secur- 
ities had to be sold at a loss in order to maintain the level of a 
bank’s loans, presumably the relatively high earnings on advances 
would offer the banks some compensation. 

Yet, whatever their qualms about the gilt-edged market, it 
remains open to the authorities to employ this technique and, should 
they choose to do so, their hand will be greatly strengthened where 
there exists an integrated complex of markets within which the 
relations between banks, money market houses, hire purchase finance 
companies, and (to some extent) insurance companies are close and 


(13) See Radcliffe Commitee Report, paras. 352 and 429. 
(14) In the United Kingdom, bank “ investments ” are not formally regarded as liquid 
assets, 













The Structure of Money Markets 69 


more or less continuous and through the agency of which the effects 
of any such action will in due course be diffused throughout the 
economy. 


VI 


It is the common experience that “mature” money markets 
are characterised by much specialisation. There is nothing remark- 
able in that. It is merely a function of growth. Until the volume 
and continuity of transactions is such as to justify full-time con- 
centration on a particular type of activity, there is no purpose in 
specialisation. But the specialist is bound to emerge as soon as a 
sufficient demand develops for his services. 

Thus, private banking was at first merely a sideline of business 
in less liquid chattels. The early “bankers” were merchants, or 
goldsmiths, or sometimes manufacturers. Only when their banking 
business grew to such proportions as to make it impossible to com- 
bine conveniently these two sets of activities did the choice have 
to be made and the banker was obliged to become a specialist. 

Within the banking field, too, there was scope for specialisa- 
tion as soon as a sufficient demand for specific types of services 
became evident. For example, the need of the country banker in 
England of an investment outlet for his surplus funds led to the 
concentration of certain houses on bill-broking. They acted as inter- 
mediaries between those who wanted to borrow on bills and those 
who wished to invest in bills. In due course, these houses were to 
become dealers in bills and to carry a stock-in-trade as principals, 
financed to a large extent by funds borrowed from the banks. On 
this basis, the modern discount houses began to evolve, providing, 
in addition, a retail market in bills, which enabled the banks to 
obtain the particular maturities they required from time to time 
for the purpose of maintaining secondary reserves of a currently 
suitable maturity distribution. Latterly, they have also assisted in 
“making” the market for short-dated governments and, by con- 
centrating maturing stocks and bonds into a few hands, have 
materially facilitated the conversion operations of the authorities. 

Another example drawn from London relates to the merchant 
bankers, some of whom in a limited sense still act as merchants. 
One of their main functions now is financing the movement of 


goods. This they do by “accepting” a bill of exchange on behalf of a 











70 Banca Nazionale del Lavoro 


client known or recommended to them, thereby facilitating its nego- 
tiation. In this way, the Accepting Houses have become specialists 
in marketing reputation and integrity, as well as experts in the 
relevant financial techniques. 

New York is the only other money market in the world com- 
parable with London in importance, but there the degree of spe- 
cialisation is less marked. Money market institutions, including 
the banks, generally straddle several fields. Yet there is a certain 
amount of specialisation. Thus, dealings in Government securities 
may not be the exclusive activity of any single firm in the market, 
but there are nevertheless certain firms which concentrate more 
particularly on such dealings. Likewise, there is a small number 
of houses that could claim to be specialists in the placement of com- 
mercial paper, though again this is by no means their only nor, 
indeed, their main business. With the same qualifications, specialist 
expertise has been built up in handling bankers’ acceptances and 
“federal funds”. The trend is there, though the specialisms may 
not yet have reached the maximum degree of intensity. 

In Australia, the banking system itself has been “ integrated ” 
for many years, but the emergence of a money market that made 
use of specialist institutions came rather slowly. Formerly, the banks 
themselves tended to provide the entire range of services. The only 
long-standing specialisation was in the field of agricultural credit 
— even that was incomplete. Latterly, specialists made their appear- 
ance in the capital market and a number of companies were also 
established for the purpose of providing hire purchase facilities. 
Ultimately, too, facilities were devised by certain stock exchange 
firms in Sydney and Melbourne in order to meet the needs of clients, 
who wanted the security of Government paper, but whose funds 
were unlikely to be available long enough to justify an outright 
purchase. Moreover, Government securities with only a few months 
to run to maturity were not normally available in large amounts. 
To meet this situation, certain dealers offered “ buy-back ” facilities, 
whereby they sold securities to such investors subject to an agree- 
ment to re-purchase and, in this way, as well as by the normal 
borrowing of funds at short-term, were able to build up a sizeable 
portfolio. 

Not until February 1959, however, by which time there already 
existed an “ unofficial” market of appreciable size, did the central 
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bank begin to provide lender of last resort facilities to “ authorised 
dealers ” in the short-term money market. The main objectives in 
providing facilities at this stage were (a) to contribute to the sound- 
ness of what was fast becoming a significant investment medium 
for holders of substantial amounts of short-term funds; and (b) to 
assist in the development of a wider and more active market for 
short-term Government securities, though these securities did not 
yet include Treasury bills issued by public tender. At the same 
time, the range of Government securities was widened to some 
extent when in November 1959 a series of special issues of 3 months 
Treasury notes was begun on a fortnightly basis for the purpose 
of absorbing the seasonally high liquid resources both of the banks 
and of the public. These notes were rediscountable at the central 
bank, though in respect of holdings of these securities dealers were 
subject to the same limits as were imposed by the central bank with 
respect to other money market assets. 

In this way, specialist money market operators became establish- 
ed and recognized in Australia and there can be little doubt that 
putting the money market on an official basis has been fully 
justified. Already, additional dealers have been “ authorised” by 
the central bank and the market is growing in size, with the 
dealers handling a substantial volume of transactions in money 
market securities, including the new seasonal Treasury notes. A 
distinct widening of the dealers’ range of contacts has also been 
evident. This has had the effect of increasing the market’s capacity 
to search out and absorb the liquid funds available in the economy, 
besides providing it with the flexibility necessary to accomodate 
changing conditions, including some experience of financial strin- 
gency. 

India represents an interesting contrast. In Bombay and Cal- 
cutta, which are its two main money market centres, there have 
long been a number of specialist brokers active in placing money 
for short periods or in arranging the re-discount of hundis (an 
indigenous credit instrument rather like a promissory note). There 
is also the endorsing shroff. It is he who actually re-discounts the 
hundis with certain of the larger commercial banks and, in this 
way, provides such links as exist between the central money market 
and the indigenous sectors. These are essentially money market 
specialisms and their existence demonstrates a degree of “ maturity ” 
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and of sophistication that non-Indians may find surprising (15). 
Yet the Indian authorities did not in fact choose to build on this 
basis and their bill market scheme was more specifically concerned 
with the problem of how best to deal with the acute financial 
stringency that regularly develops each busy season (16). 

The advantages of specialisation need little elaboration. With 
the accumulation and concentration of experience comes the deve- 
lopment of expertise and it is this that provides the ultimate 
justification of specialisation of function. Nor must specialisation 
be confused with “ compartmentalization ”. The purpose of develop- 
ing specialisms is not to build up separate kingdoms, but to construct 
bridges between the several parts of the money market. Arbitrage 
operations, for example, are more likely to achieve their effects 
in promoting consistent price relationships if they are carried out 
by experienced operators than if left in less expert hands. Specia- 
lisms need imply no tendency towards monopoly, nor isolation of 
parts of the money market. The specialist holds his place in virtue 
of his acquired skill and experience. He has no other claim to his 
position and may be forced from time to time to face new competi- 
tion for his chosen type of business. The growth of specialisms 
should on the whole favour the development of fuller and more 
complete integration of the several markets that constitute the 
money market complex — by facilitating the flow of funds both 
between as well as within markets — and, indeed, if the specialist 
fails to perform this function, he serves little useful purpose. 


Vil 


Finally, what are the implications of “ maturity” in money 
market structure (as here defined) from the point of view of 
central bank control? First, where a money market is compact 
and integrated (as in the United Kingdom), the effects of any 
action taken by the authorities at the centre will percolate rapidly 
through the whole of the central money market and from there 


(15) See J.S.G. Wison, “ The Business of Banking in India” in R.S. Sayers 
(Editor), Banking in the British Commonwealth, pp. 169-171 and pp. 206-208. 

(16) See Reserve Bank of India, Annual Reports for 1952, pp. 17-18; 1953, pp. 16-173 
1954, Pp. 15-16; 1955, pp- 19-20; 1956, p. 10; and 1957, p. 15. 
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will spread to the country at large. For this to be possible, there 
must be a market mechanism through the agency of which the 
authorities can operate and the centre must be linked more or less 
directly with the rest of the national economy either by means of 
a wide spread of bank branches, or of a developed correspondent 
system (or a combination of both). 

Where, as in India, the central money markets are developed, 
but the links with the indigenous sectors are somewhat tenuous, 
the effects of operations in the central markets will only filter 
through slowly to the system at large. Alternatively, as was the 
case for many years in Australia, the banking system itself may be 
integrated, but no central money market mechanism may exist 
through which the authorities can operate effectively. In this case, 
relations between central bank and trading banks will tend to be 
direct and, whether by agreement or by compulsion, liquid assets 
ratios and interest rates will be determined, if they are determined 
at all, by direct communication between the central bank and the 
constituent members of the banking system. 

This may also happen in a “ mature” money market, either 
as a supplementary means of control or — where a cheap money 
policy has been followed and traditional weapons have been blunt- 
ed — in substitution for action in the markets. Thus, if an appro- 
priate market mechanism exists, the central bank has a choice of 
techniques and may intervene indirectly as the “ hidden hand” or, 
at its discretion, apply the methods of direct action. In the absence 
of a true central money market — whether the banking system is 
integrated or not — direct action is the only practicable method 
and, in recent years, it has been employed increasingly to apply a 
measure of credit control to institutions which — given their local 
environments — would otherwise lie beyond the reach of their 
central banks. 

Second, there is the question of the extent to which the com- 
mercial banks have developed attitudes with respect to holdings 
of cash and other liquid assets that renders them more amenable 
to effective central bank control. Where cash and other liquidity 
ratios are subject to fairly predictable behaviour patterns (whether 
these have been imposed by the authorities or not), it ensures that 
the commercial banks will be dependent on the central institution 
for their “ marginal ” requirements of cash (and, it may be, of other 
liquid assets also). It then becomes possible for the authorities to 
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evoke responsive action on the part of the commercial banks by 
exerting the minimum amount of pressure. At the same time, the 
central bank’s willingness to act as lender of last resort is a prior 
condition of the commercial banks’ readiness to observe such patterns 
of behaviour. Unless the banks are confident that assistance will be 
made available as necessary, they will fight hard to retain a degree 
of independence by keeping substantial reserves in liquid form. 

Third, some specialisation of function, if a less essential requi- 
rement, also operates to the advantage of the central bank. Under 
these circumstances, pressure can be brought to bear easily and 
rapidly at whatever point is considered to be most strategic in 
terms of current policy and in the knowledge that there will be 
repercussive effects in related markets. Thus, where a specialised 
group of markets exists for short-dated paper of various kinds, it 
is possible for the central bank by purchase or sale to make cash 
more or less readily available in whatever sector of the money 
market it currently desires to influence directly, leaving market 
forces to spread the effects of any such action and to restore consi- 
stency in price relationships throughout the system as a whole. 

The point of impact may well be as important a policy consi- 
deration as the degree of pressure to be applied (or withdrawn), 
since the consequential effects of such action will take a little time 
to work themselves out and may not immediately affect other 
markets to anything like the same extent. There may be occasions 
when it is desired to apply a differentiated pressure (particularly on 
rates) and the efficacy of such shock tactics will not be vitiated by 
subsequent adjustments elsewhere. The primary effect will have 
been achieved where it was most wanted. Over the course of time, 
there will undoubtedly be secondary effects, but these will be more 
diffused and the consequences therefore less direct. In this way, 
the existence of specialised markets can assist the central bank to 
take calculated and specific action to achieve objectives that might 
have been ill served by a general withdrawal from (or addition to) 
the cash base (e.g. by raising or lowering reserve requirements). 

In addition, the central bank may exert its influence by con- 
ferring directly with the respective groups of interests. The leading 
example of this practice occurs in London, where the Governor of 
the Bank of England can at any time call in for informal discussion 
the respective chairmen of the Clearing Bankers’ Association, the 
Accepting Houses Association, the Discount Houses Association, or 
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the Issuing Houses Association. Similar arrangements existed in 
the United States during the period of Voluntary Credit Restraint, 
when consultations took place between the Federal Reserve System 
and appropriate specialist organisations. Other countries that have 
developed this technique include France and Holland, where regular 
consultations have taken place between the authorities and associa- 
tions representing banking and financial interests. 

Yet, in this matter, the absence of specialisation may not 
handicap a central bank too greatly, provided an integrated com- 
mercial banking structure already exists. Thus, in Australia, prior 
to the relatively recent emergence of specialised institutions, the 
banks were accustomed to undertake a wide range of different 
types of business, At the same time, because of their small number 
and the fact that their head offices (or in the case of the two Anglo- 
Australian banks, principal Australian offices) were mostly situated 
in one or other of the two main centres (Sydney and Melbourne), 
it was not a matter of great difficulty to establish contact and to 
provide for close and continuous consultation on a great variety 
of matters between central bank and trading banks. Furthermore, 
the Australian emphasis on branch banking facilitated the rapid 
transmission of the results of these deliberations to all parts of the 
economy. 

Arrangements such as these are usually described as “ moral 
suasion ”, or “central bank leadership” and resort to it is greatly 
facilitated by the emergence of specialist groups of institutions. 
Many American and some British economists would argue the 
disadvantages of direct action (e.g., the difficulty of establishing 
standards on the basis of which to interfere with individual deci- 
sions), though this need not necessarily follow upon consultations 
with the central bank. Yet those of a more authoritarian turn of 
mind might argue that a central bank should be free to employ 
every available means of implementing its declared policy and, in 
consequence, they might well regard “moral suasion” as one of 
the most effective control techniques of all. 

J. S. G. Witson 

The University 

Hull, England 





Current Problems “ 
ot Co-operation Between Central Banks 


1. Certain characteristic features of co-operation between central 
banks today are reminiscent of the twenties 


At the present time the situation in regard to co-operation be- 
tween central banks (which is obviously international) is characterised 
by both structural and functional elements. 

So far as structural elements are concerned, it should be noted 
in the first place that central banks are the monetary advisers to 
their governments (a position held by them by virtue of explicit 
laws in some countries), so that no decision in the monetary field 
is taken by a treasury without consulting the central bank. The 
central banks, as advisers or even agents of their governments, thus 
stand in the forefront of the monetary and financial co-operation 
which is practised among vast groups of countries. 

On the other hand, the favourable economic trend that has 
been evident in western Europe for some years has led not only 
to convertibility but also to the consolidation of high levels of 
national income and employment, so that the reappearance of the 
theory of the exclusive priority and autonomy of domestic credit 
policy need not be feared, at least for the time being. Neither need 
there be any fear of the reappearance of the theory of autonomous 
national foreign exchange policies, as effected by freely fluctuating 
exchange rates. These cannot be said to have ever really functioned 
as such, if one does not wish to exaggerate and systematise the 


* This article represents the second half of a lecture entitled “ International Co-opera- 
tion and Harmonisation in Central Banking ”, delivered in March 1961 at the Bologna Centre 
of the School of Advanced International Studies of the Johns Hopkins University. The 
opinions expressed are strictly personal and should not be regarded as representing the views 
of the institution to which the author belongs. 
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more or less self-moderating exchange variations of the period from 
1931 to 1936 or to concentrate unduly on the aspects rather than 
on the aims of European monetary systems between the end of the 
first world war and the stabilisation of the twenties. 

The actual resumption by the central banks of control over the 
instruments for influencing the money market and the efficient réle 
they played in stemming or overcoming post-war inflation have 
brought out once more — albeit in a new institutional context — 
certain old theories which were discussed and tried out experimen- 
tally in the twenties. In those years, in fact, concrete action was 
taken with a view to introducing active co-operation between central 
banks, mainly on the initiative of Montagu Norman, Governor of 
the Bank of England at that time, and Benjamin Strong, the Gover- 
nor of the Federal Reserve Bank of New York (1). The thirties, 
on the other hand, were certainly not a favourable period for central 
banks, whose réle — as was also true for monetary co-operation in 
general — appeared to decline in importance. 

If, then, the philosophy of today’s international institutions for 
monetary co-operation is examined, the aim can be discerned of 
preventing a return of the evils which afflicted the thirties. Thus 
the “ psychological suppression” of that period brings us back, by 
another path, to the twenties. At that time, after the achievement 
of monetary stabilisation all over Europe, the maintenance of a 
reasonable degree of stability of monetary parities became an ack- 
nowledged necessity. From being a tacit prerequisite for the func- 
tioning of the pre-war gold standard, such stability became an explicit 
condition for the functioning of the later gold exchange standard 
and for the development of co-operation between the banks. 

Even today this prerequisite still applies, and the maintenance 
of a system of stable and orderly parities constitutes one of the very 
raisons d’étre of the institutions for economic and monetary co-opera- 
tion. Only when this is taken as given is, in fact, any monetary 
co-operation conceivable. The European monetary picture today pre- 
sents a dual institutional structure; the broader framework is provided 
in part by the International Monetary Fund (whose objects include 
the maintenance and regulated adjustment of parities and the pro- 


(1) Examples of co-operation between central banks are the revolving credit granted 
by the Federal Reserve Bank of New York to the Bank of England in 1925 and the stabilisa- 
tion loans extended by a group of central banks to the national banks of Belgium, Italy, 
Poland and Rumania. 
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vision of liquidity in case of need), and the other, more restricted, 
one is formed by the European Monetary Agreement, which was 
planted and has developed in the fertile soil of the economic and 
trade co-operation within the framework of the O.E.E.C. The final 
settlement of international financial transactions and the formation 
of monetary reserves within this area are substantially governed by 
a “double standard”, namely gold and the dollar, both of which 
are fundamentally interrelated in value, both in the eyes of the 
public and in the rules governing international institutions and eco- 
nomic agreements. 


2. Further consideration of monetary co-operation in the twenties 


If it is accepted that past experience may, if regarded judiciously, 
have value for our own times, it would seem useful to refer briefly 
to the situation in the twenties, which provided examples of and 
efforts towards co-operation between central banks that were more 
than just incidental. If we look at the statements made by the two 
foremost apostles of such co-operation, Governors Norman and 
Strong, we find that the need for co-operation was very strongly 


stressed, even if there was a certain vagueness as regards its form 
and mode of application. 

This having been said, it is not difficult to try to reconstruct 
the basic essentials of that co-operation, which seem to me to have 
consisted of two sets of operative principles: the first concerned the 
proper functioning of the gold exchange standard and the second 
a more or less specific collaboration between banks. Let us consider 
each of these principles. Under the first heading we may include: 


(a) the action directed towards avoiding a scramble for gold, 
by co-ordinating the gold purchases of central banks; going one 
step further, an attempt was even made to avoid the actual use of 
gold and to replace it by key currencies (2); 


(2) P. Envzic refers directly to a meeting “ held in August 1927, in Washington, when 
an agreement was reached between central banks not to interfere with each other’s gold 
reserve without each other’s consent ”. (France apparently did not subscribe to this agreement). 
“Moreover, most central banks went so far as to refrain from buying gold in the open 
market in London without the consent of the Bank of England. A practice developed by 
which the Bank of England bought gold in the open market on account of various continental 
central banks... ”. Cf. P. Emzic: Montagu Norman, London, 1932, pp. 89-91. Although 
I have failed to find any substantiation of Dr. Einzig’s assertions elsewhere, it is nevertheless 
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(b) the action aimed at making central banks operate only 
among themselves and avoid direct business relations with foreign 
commercial banks; the primary aim of this was to enable better 
knowledge to be acquired of the volume and form of the foreign 
central-bank short-term funds existing in each country. 


The other set of principles consisted essentially in the desirability 
for central banks to keep each other continually informed of the 
“modus operandi” of their credit policies and, in particular, to 
inform each other in advance of possible changes in discount rates. 
I shall come back to this point, but, in order to complete this 
reference to an instructive period of the past, I should like to recall 
how Norman and Strong in practice visualised contact between cen- 
tral banks. It may be said at once that the former conceived of 
this contact as something which should take place in small groups, 
a few at a time, always informally, whether within or outside the 
framework of the Bank for International Settlements, of which 
Norman was one of the architects. On this subject Strong had very 
similar ideas (3). 


Again, in the field of proposals for co-operation, mention should 
be made of the experiment of the Bank for International Settlements, 


interesting to quote them, as being highly indicative of the way of thinking of a time which 
was very close to the date at which the book was written. 

(3) O. Ernest Moore, one of Strong’s secretaries, summarised the ideas expressed by 
the latter at an international meeting: “Governor Strong stated that he had always been 
opposed to any sort of formal conference or meeting between the world central banks... he 
was not at all convinced that at a general meeting or in any common organization of central 
banks the policy of certain banks would not be dictated by the interest of their respective 
governments rather than by purely monetary considerations”. (Cf. L. V. CHanpier: Benja- 
min Strong, central banker, Washington, 1958, p. 280). Referring to the Bank for 
International Settlements before the Macmillan Committee, Montracu Norman said: “A 
central bank governor, when he comes to Basel, is necessarily to a certain extent dominated 
by the particular state of his own fiscal and economic situation at home, of the mind of 
his public, of the mind of his Government, and it is a matter therefore, not, as I say again, 
of establishing personal friendships... but of taking up questions which are international and 
regarding them, as one would say, on their merits... There is no such thing as merits 
when you come to that. To get the affairs of a country, and possibly the needs of a country, 
considered on their merits is a thing which has not been achieved, and, I believe, will not 
be achieved, for a very long time. The moment the position of certain countries is mentioned 
you get a reaction for or against, for particular reasons applicable to the individual in whom 
the reaction takes place. There will be a new Europe before we get away from that (our 
italics)... So far as the co-operative relations between any couples of banks or three banks 
are concerned, there, I think, already in most circumstances a considerable amount of 
progress had been made...”. Cf. Committee on Finance and Industry, Minutes of Evidence, 
London, 1931, Vol. I, pp. 298-299. 





80 Banca Nazionale de! Lavoro 


which unfortunately, soon after its foundation, was caught up in 
the maelstrom of the critical decade of the thirties, during which 
it was not so much a question of monetary co-operation as of the 
survival of an international monetary order. The attempts made 
by the Bank for International Settlements at the beginning of its 
activity towards achieving a more efficient system of international 
payments have been dealt with elsewhere, and therefore, in so far 
as it has a bearing on the present study (marginally at any rate), 
I need only refer to a previous article (4). 


3. The harmonisation of discount rates 


As was observed in one of the Memoranda of Evidence sub- 
mitted to the Radcliffe Committee by the Bank of England, “no 
factor in monetary control has been the subject of more debate in 
recent years than the influence of interest rates” (5). In particular, 
the official discount rate, which has come into its own again every- 
where in the last decade, after lying dormant for almost twenty 
years, was a subject of special consideration. 

Changes in the discount rate, as is well known, may produce 
effects : 


(a) of an internal character (by making money more or less 
dear); 

(b) of a direct external character (by attracting, or repelling, 
foreign — and domestic — funds to, or from, the country; 


(c) of an indirect external character (for example, by bringing 
about, on other markets, capital movements in the opposite direc- 
tion to those indicated under (b)). 


In the light of these different effects, taken both separately and 
in combination, recourse to a change in the discount rate was often 
similarly interpreted as being due to causes of external or internal 
origin. Morgenstern, for instance, quotes official statistics (of 1912) 
of the Reichsbank for the period 1876-1910, in which discount-rate 
increases are classified according to whether they were occasioned 


(4) A. Ferrart: “ L’evoluzione della cooperazione monetaria internazionale e gli inizi 
della Banca dei Regolamenti Internazionali”, in Bancaria, February 1961. 

(5) Cf. Committee on the Working of the Monetary System, Principal Memoranda of 
Evidence, London, 1960, Vol. I, p. 36. 
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by external or internal factors (6). Eighteen years later, Governor 
Norman stated before the Macmillan Committee that in the post- 
war period the Bank of England had fixed the discount rate on the 
basis of predominantly external considerations (7). This statement 
appears to be in line with the classical theory, according to which 
under the gold standard, as under any fixed exchange-rate system, 
the money supply would be determined mainly by the balance of 
payments (8). Beyond this, central banks ought to raise or lower 
their domestic assets by an amount greater in volume than that of 
the gold and foreign exchange flowing into or out of the country. 
To this end, changes in discount rate were clearly “ designed to 
make borrowing from the central bank either more or less attract- 
ive” (9). Hence the priority of external influences. 

Yet, it is by acting on the domestic economy — as has been 
repeatedly stressed by the B.I.S. in its annual reports — that the 
balance of payments is kept under control, and remedial action, when 
necessary, should be essentially internal. Typical, in this context, 
is the case of inflation, which in open economies tends to reveal 
itself in the depletion of reserves before it shows itself in the price 
level. 

In any case, the diagnosis of external influences is not so easy 
as one might think; there is, it is true, the repercussion of the 
internal situation on the external, and there may also be the impact 
of purely external phenomena on the internal situation. 

Thus, at least an impression of the essentially ambivalent nature 
of an instrument such as the discount rate can be formed, both in 
its causes and in its effects; both the latter may be of an internal or 
external character. Of course, it is necessary at once to take account 
of the existence of monetary convertibility, at least external convert- 
ibility, and this not so much because of the pledge of punctual con- 
version of national currencies into an international monetary standard 
but also, and above all, because of the moral paraphernalia which 


(6) Cf. O. Morcenstern: International Financial Transactions and Business Cycles, 
Princeton, 1959, pp. 364-65. I think it would have been correct to stress the fact that under 
the gold standard of that time, with gold coins in circulation, the boundaries between external 
and internal convertibility were far less strict than they became later. In any case the internal 
causes which had been put forward by the Reichsbank were of a wholly different character 
from those connected with the general economic situation of the twenties. 

(7) Cf. Minutes of Evidence, Vol. 1, op. cit., p. 212. 

(8) Cf. R. Nurxse: International Currency Experience, p. 66. 

(9) Idid., p. 67. 
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usually accompany convertibility. I am referring, to be explicit, to 
the reasonable expectation of stable exchange parities and of a wide 
degree of freedom for visible and invisible transactions, and to the 
elimination of risks of the freezing or seizure of foreign assets 
— foreign balances “in primis”. Without external convertibility, 
there is in fact no possibility, strictly speaking, of attracting funds 
from abroad by means of discount-rate manipulation. 

This said, it must be pointed out that discount-rate manipulation 
may be studied or even tried out by degrees. There would appear 
to be scope for possible co-ordination both in depth and on the 
surface. 


(a) Co-ordination in depth 


The discount-rate instrument — considered in depth — is directed 
ultimately at the volume of credit, which, through changes in its 
cost, is caused to be in greater or less demand, and also, as many 
would put it, made available in greater or less measure. Even when 
the discount rate is changed for reasons connected with the balance 
of payments, the latter will be influenced by its effects on the coun- 
try’s general economy (10). In the light of this, therefore, to speak 
of harmonisation of discount-rate policies amounts, in essence, to 
speaking of harmonisation of national credit policies, in which 
— and here one may argue at length — other credit and fiscal 
instruments can have equal or even greater weight. 

Thus presented, the problem goes beyond the sphere of action 
of the central bank, mainly on account of the complexity of the 
interests involved. Really we enter here the field of co-ordination 
of economic or even development policy, a co-ordination which is 
pursued by some international economic institutions, particularly 
those of a regional character. Rules and principles of “ good con- 
duct ” are being discussed. 

In this extremely wide field (in which, within the various indi- 
vidual countries, the relationships and powers of the public or quasi- 
public authorities concerned are never perfectly clear-cut, as they 


(10) In certain cases the question may arise whether it is worth acting on the economy 
of a country as a whole merely for balance-of-payments reasons. A particular case in point 
is when the causes of the disequilibrium are of a local and narrowly-circumscribed nature, 
not to mention that in some countries the foreign component in the gross national product 
may be of little importance. 
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depend partly on de facto situations) it is worth considering the 
great extent to which the central banks may be said in any case to 
be vested with largely autonomous powers of decision and reaction 
in response to (i) phenomena relating to the balance of payments, 
especially in so far as they affect the state of the monetary reserves, 
and (ii) phenomena of an inflationary or deflationary character. 
The phenomena mentioned here have been grouped in two 
classes, mainly for traditional reasons: they could well be combined 
into a single category: the second, In fact the balance of payments 
represents only one of the components of monetary liquidity, i.e. 
the foreign component. The others are — as is known — public 
finance and the commercial banking system. If it is accepted that 
inflationary or deflationary impulses, coming from abroad or from 
the public or the private sectors, are to be neutralised or cured, it 
follows that the automatic nature of certain “rules of the game” 
in international monetary relations not only has to be adapted to 
meet new situations but even radically revised (11). In other words, 
it may be asked whether a possible co-ordination of monetary policies 
— of which manipulation of the discount rate is but one instru- 
ment — has to take effect, so to speak, horizontally, i.e. on the 


individual foreign components of the liquidity of each country or 
on the net liquidity that results from having the various components 


(11) Before 1914 and during the twenties most, if not all, of those responsible for 
monetary policy (with the exception of Strronc, who, however, justified himself on the basis 
of the argument that the United States was, immediately after the war, the only major 
country with convertible currency) continued to extol the wisdom, from the monetary 
viewpoint, of the gold standard and the “ automaticity ” of its rules. Several doubts were, 
however, raised, particularly in certain studies written after the abandonment of the gold 
standard, and the least we can say, to judge by the conclusions of these studies, is that the 
last word has not yet been delivered on the exact way in which these rules worked. 
Nurkse (op. cit.) observed, with reference to the interwar period, that the correlation 
between changes in foreign assets and changes in domestic assets often did not correspond 
with the rules of the game; similar observations were made by BLoomFiELp in respect of the 
period from 1880 to 1914 (cf. A.I. Bioomrietp: Monetary Policy Under the International 
Gold Standard, 1880-1914, New York, 1959). Barri, who made a critical examination and 
a more refined analysis of the statistical material used by the two above-mentioned authors, 
adding further observations in respect of the period from 1950 to 1958, came to substantially 
the same conclusions, Barri also sides with Nurkse and BLoomFiELp in recognising that the 
purely statistical results must be viewed with considerable caution. He throws out an 
interesting explanation based on the autonomous variability of the main components of 
monetary liquidity, between which there could be a process of reciprocal compensation. 
(Cf. P. Barrr and A. Occuiuto: “La componente esterna della liquidita e le regole della 
condotta monetaria ”, to be published in the next issue of Giornale degli Economisti), 
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thereof brought together and offset in each national context. At 
this point it becomes necessary to re-establish certain “rules of the 
game ”, without which it is impossible to pass any critical compara- 
tive judgement or to exert any form of moral suasion on individual 
national credit politics. Any consultation and exchanges of views, 
or even critical appraisals, must be put on a firm basis, as otherwise 
hardly anyone would be prepared to make immediate sacrifices in 
the general interest, if he could not be sure that in a similar situa- 
tion in the future others would be prepared to do the same. If 
principles are lacking, let alone precise rules, good reasons can 
always be found for not doing something that is not to one’s liking 
or not convenient. At this point it should be mentioned, incidentally, 
that in the field of international co-operation progress has only been 
made when rules and rigid multilateral machinery have been devised 
and operated (as for instance in the case of the O.E.E.C. Liberalisa- 
tion Code, the E.P.U. and the E.E.C., although all of these con- 
templated or contemplate exceptions and concessions — of course 
of a temporary nature). 


(b) Co-ordination on the surface 


Apart from the above-mentioned co-ordination of economic and 
monetary policies, the complete realisation of which would be of 
far greater significance than, for instance, any ambitious project for 
a single international currency, there can also be co-operation of a 
less profound nature, still, of course, between sovereign states. There 
can, that is to say, be a co-ordination of monetary policies designed 
primarily to prevent any action taken in the financial field from 
having detrimental effects on other countries. Such monetary poli- 
cies, if they are not to be the crude expression of nationalistic power 
politics (pursued, in this case, with monetary weapons), presuppose, 
of course, the existence of an institutional arrangement such as the 
gold standard of former times or the system that has arisen in our 
day as a result of the acceptance of the rules of the International 
Monetary Fund. These rules, as has already been mentioned, also 
cover measures which enter the sphere of governmental respon- 
sibility and on which we cannot therefore dwell in detail, as we are 
concentrating in this context on the field of central banking. The 
fact remains, however, that, as far as exchange rates are concerned, 
the action taken by the International Monetary Fund tends, directly 
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or indirectly (12), to lay a foundation on which subsequent co- 
operation between central banks can be built. 

In an attempt to visualise a sort of half-way house between the 
clear-cut idea of a systematically co-ordinated international economic 
and monetary policy and the vagueness of much of the general talk 
of co-operation between central banks, in which it is so fashionable 
to indulge, the possibility of a harmonisation of discount rates might 
be considered. The discount rate is the only instrument of central- 
bank policy of an ambivalent character — its effects are both external 
and internal. The other measures of central-bank policy are, accord- 
ing to Morgenstern’s classification (13), either predominantly internal 
or predominantly external, and the latter, apart from direct measures 


(12) Apart from the functions which it performs when a change is made in the parity 
of a currency and the rules it lays down regarding the maintenance of orderly cross rates, 
the Fund, by waging a continual war against foreign exchange restrictions, multiple exchange 
rates, etc., indirectly makes a concrete contribution towards the attainment of realistic 
exchange parities. For it is precisely by means of controls and other devices that artificial 
exchange parities can be maintained. It may also happen that through the pursuit of a 
uni-directional economic and/or credit policy a currency may be kept internationally over- 
or undervalued. 

(13) Cf. O. Morcenstern: “ International Financial Transactions and Business Cycles ”, 
p. 368. : 

List of instruments of central-bank policy 


1. Chiefly domestic 

(1) Open-market policy. 

(2) “ Private” rates, i.e., discriminatory rates of discount below or above the 
official rate. 

(3) Subsidiary rates, e.g., “ lombard ” rates, “ advances ” rate, etc. 

(4) Quantitative regulation of amounts of bills discounted. 

(5) Type of bills admitted, especially regarding maturity; imposition of length 
of loan. 

(6) Tie-in of discounts and discount rate with interest rates at open market, 
e.g., by custom or law, 


(7) Regulation of minimum balances or reserves required of commercial banks 
at central bank, 


(8) Moral pressure upon commercial banks, brokers, etc. 


Il. Chiefly foreign 

(9) Premium on gold sales and purchases, 

(10) Administrative means (other than 9) for attracting and repelling specie, 
including sterilisation of gold. 

(11) Foreign exchange bills bought and sold. 

(12) Forward operations in foreign exchange. 

(13) Co-operation (by negotiation, treaty, or through international bank) with 
other central banks. 


III. Domestic and foreign 
(14) Discount rate. 
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of an administrative nature, which can be drastic in their effects, 
do not have the same force — nay, the weight of tradition — behind 
them as the discount rate. 

However this may be, the dual character of the discount rate 
makes it more difficult to bring various countries’ rates into line 
with each other, since it may prove harder for countries to subor- 
dinate domestic economic requirements to the need for international 
co-operation, should a conflict arise. In practice — and it is for this 
reason that I spoke of co-ordination “on the surface” — attention 
is focused solely on the part played by the discount rate in attracting 
or repelling short-term funds from foreign countries. (But other, 
less striking, measures of central-bank policy, specifically designed 
to facilitate or impede this influx, may also properly be considered. 
For example, discriminatory interest rates may be imposed or a 
system of compulsory reserves decided upon for funds derived from 
abroad; the central bank may provide forward cover, at varying 
rates, for short-term currency investments; finally, the central bank 
may not allow commercial banks to maintain a net debtor position 
in foreign exchange or it may even impose “ debtor” interest rates 
on foreign deposits. What would, however, be highly disputable 
would be to combat an influx of more or less “ hot” money by 
means of parity variations). 

From the external viewpoint, the discount rate may be regarded 
as equivalent, on the monetary plane, to certain other measures of 
an administrative nature which can be used to influence the balance 
of payments directly, just as if this were a separate economic entity. 
For, when monetary reserves are falling steadily, no great ultimate 
difference is discernible between action designed to attract funds 
from foreign countries to meet a deficit in the balance of payments 
and protectionist moves aimed at accomplishing the same thing by 
the imposition of foreign exchange restrictions (which, in cases of 
this kind, are also permitted by the existing institutions and inter- 
national agreements) (14). Both the attraction of funds and the 
imposition (or reimposition) of restrictive measures should be of a 
temporary nature, enabling more serious measures to be taken in the 


(14) Cf., for example, Article VIII of the Articles of Agreement of the International 
Monetary Fund; Article XII of the General Agreement on Tariffs and Trade; Articles 3 
and 4 of the O.E.E.C. Code of Liberalisation; Articles 108 and 109 of the Treaty establishing 
the European Economic Community. 
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meantime to restore internal equilibrium. Now, when foreign ex- 
change restrictions — or trade restrictions (adopted also for balance- 
of-payments reasons) — are imposed, special procedures and con- 
sultations between nations are often contemplated within the frame- 
work of certain international agreements (15). 

Although there is no obligation to consult other countries when 
changing the discount rate, nor any other international agreement 
on this subject, discussions and arguments in favour of bringing 
these rates into harmony become at times quite heated. 

Some people, of course, believe that the discount rate should 
be raised or maintained at a high level only when the balance of 
payments of the country in question is in deficit. If a country which 
is running a surplus keeps its discount rate at a high level (in order 
to restrict the volume of internal credit, for example), this has a 
harmful effect on countries which are running a deficit, both because 
it causes a drain on the outstanding international reserves of gold 
and foreign exchange (and sometimes also on their domestic mone- 
tary reserves) and because it forces them to try to obtain (or to 
retain) foreign funds by pushing their rates up and up in competi- 
tion with other countries. 

All this theory, when analysed in greater detail, appears some- 
what one-sided and even superficial in that it tends to place the 
emphasis on a single instrument of central-bank policy (16) — an 
instrument to which, by virtue of its historical tradition and, one 
might say, its symbolical significance, more importance is attributed 
than it really possesses in the institutional pattern of the present-day 
monetary systems. A change in the discount rate, of course, almost 
always follows and supplements other measures designed to influence 
the volume of payment media on the market, so that, as a factor 
influencing the cost of money, it is, to use legal terminology, more 


(15) It should further be noted that the discount rate may be employed not only in 
order to attract funds from foreign countries but also, at times, to discourage them, On 
the other hand, the inflow or outflow of capital from or to foreign countries can also be 
facilitated by administrative measures. 

(16) Cf. for example, the statement made by the Governor of the Bank of England 
to the Radcliffe Committee, reproduced in The Committee on the Working of the Monetary 
System, Minutes of Evidence, p. 152: “... I think our objectives throughout are almost 
exactly as you have stated them: moderating demand and maintaining stability in the economy, 
keeping the value of the pound internally and externally... I have said many times, both 
in this room and in public, that I never believed that the whole of those objectives could 
be secured through monetary measures and the use of Bank rate alone ”. 
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of a declaratory than of a constitutive nature. It should, moreover, 
be added that some countries make it a practice to leave the discount 
rate unchanged as far as possible, even though they may in other 
respects be pursuing a flexible credit policy. 

Looking at the problem of the harmonisation of discount rates 
from every angle, one inevitably returns, sooner or later, to the 
concept of co-ordination “in depth” of economic and monetary 
policies. 

This having been said, however, an attempt will now be made 
— on a less ambitious scale — to consider the question of the 
external harmonisation of discount rates by examining what central 
banks can do, in practice, to regulate international short-term capital 
movements, in the interests of all, with the sole aid of this instru- 
ment which is peculiar to them — the discount rate. 


4. Movements of short-term money and the discount rate 


It must first of all be asked what movements of short-term 
funds represent in the context of the monetary system at present 
governing the action of members of the International Monetary Fund 


(and the European Monetary Agreement). Under the classical gold 
standard such movements occurred when the gold points were 
reached, at which time the central banks of the countries concerned, 
if they wished to prevent an outflow (or inflow) of gold, adjusted 
the official discount rate in order to increase or decrease the attrac- 
tiveness of the market in question for short-term foreign capital (17). 
There was, moreover, a constant tendency to move funds towards 
the money markets of the reserve centre countries, which, aided by 
the fact that they were structural creditors, were better able to act 
as world bankers. 

Today, almost all countries still have a framework of exchange 
controls, even if such controls are not always firmly enforced in 
practice. Incidentally, if convertibility were everywhere only external 
it would be difficult to see where short-term capital seeking invest- 
ment on international markets could legitimately come from; for- 
tunately there are also countries with full currency convertibility! 


(17) Cf. C. Iversen: Aspects of the Theory of International Capital Movements, London 
and Copenhagen, 1935, p. 521. 
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Moreover, countries can always, of course, invest part of their official 
monetary reserves at short term in the reserve centre countries. 

However, the short-term funds which are at present on the 
move are usually either private funds that are attracted by advan- 
tageous interest-rate differentials or public funds that should rightly 
be channelled through international institutions or employed in 
connection with specific intergovernmental payments agreements. 
In any case, there is no incentive for private funds to move towards 
countries experiencing balance-of-payments difficulties, because, for 
one thing, there is always the fear that they may be blocked or that 
there may be difficulties in retransferring-them. We are, of course, 
not considering movements induced by expectations of possible 
changes in parities. It is thus becoming to an ever-increasing extent 
the special task of the International Monetary Fund (and, to a lesser 
degree, of the European Monetary Agreement) to take steps in the 
financial sphere to counter balance-of-payments disequilibria. In 
this sense the resources of the International Monetary Fund may 
rightly be regarded by member countries as a second line of reserves, 
to which they may have recourse for reasons connected with their 
current balance of payments. In this context reference may be 
made to the European Payments Union, now dissolved, which for- 
merly acted as an impartial agent for distributing to debtor countries 
current-account credits derived, for the most part, from creditor 
countries. 

In the case of the International Monetary Fund the granting 
of such credits (which might be defined as international public cre- 
dits) is made dependent, especially if the amount utilised exceeds 
a certain proportion of the quota of the country concerned, on the 
preparation by that country of a plan for setting its balance of pay- 
ments to rights; the credits are thus open, in principle, to all mem- 
bers of the Fund, however attractive or unattractive their respective 
markets may be to lenders of private short-term capital. Private 
capital may thus move only where the investment is safest and the 
yield highest. 

At this stage the problem may become twofold: 


(a) Funds may move towards reserve centre countries, in their 
capacity as international bankers. In so doing, they will be taking 
the same course as that part of the official monetary reserves which 
the depositor countries wish to invest abroad and not to keep 
in gold. 
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(b) Funds may move towards markets other than those of 
the reserve centre countries. 


In either event it has to be considered whether these funds tend 
to move to countries with a balance-of-payments deficit or to those 
with a surplus. In the former case the funds would move in line 
with the dictates of logic and economic co-operation; an inflow of 
short-term money into such a country could, moreover, render it 
unnecessary for the country in question to make drawings on the 
I.M.F. In the second case an abnormal situation would be created 
in the country concerned and measures might have to be taken to 
neutralise or repulse the influx. 

In attracting short-term funds — as in discouraging them — 
a leading rdle is played by the official discount rate, which seems, 
for psychological reasons and by virtue of its symbolical significance, 
to draw special attention to itself. Of course, if recourse is had to 
the discount rate solely with a view to the external effects likely 
to be produced, this may sometimes raise the problem of how to 
prevent repercussions on the internal economy. For example, a 
country with a balance-of-payments surplus (which nevertheless feels 
it mecessary to pursue a policy of internal credit restraint, either 
because it wants in this way to curb an incipient boom or because 
its parliament wishes to pursue a policy of semi-austerity) should, 
according to the tenets of international co-operation (on the surface, 
of course), lower its official discount rate in order to discourage the 
inflow of funds from abroad (and possibly to encourage at the same 
time an outflow of domestic capital, should this be permitted by 
the existing legislation). In these circumstances, the country in ques- 
tion will have to resort to means other than the discount rate to 
reduce internal: liquidity and to curb domestic credit expansion. 

The opposite may occur in the case of a country which finds 
itself with an external deficit while its internal economy is in a 
state of recession or stagnation and requires stimulating by a lower- 
ing of the discount rate. In such a case, over and above the discount 
rate, an experiment could be made with a system of allowing pre- 
ferential rates on foreign currency deposits. (Compare the practice 
generally adopted in England of allowing interest on sight deposits 
only if they are of foreign origin, or the recent decisions of the U.S. 
Administration with regard to the treatment and terms to be granted 
to official foreign balances). This does not give rise to two different 
types of money, depending on whether or not the funds in question 
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benefit from preferential interest rates; it serves rather to encourage 
foreign funds in much the same way as these may be discouraged 
in the reverse case. (Compare the practice obtaining at present in 
Switzerland, by which short-term foreign funds are penalised). 

In cases of this kind it is a question, generally speaking, of 
applying what I have referred to elsewhere as the “ system of the 
two-way cure” (18), by which I mean that, because any change in 
the discount rate has a global effect (both internal and external), it 
is necessary to administer an antidote in order to neutralise to the 
desired extent certain of its internal effects. It would also be possible, 
conversely, to apply an antidote to counteract only its external effects, 
but this does not fall within the scope of the present study, the aim 
of which is to examine the movements of short-term money and 
the harmonisation of discount rates. Let me, however, add in pas- 
sing that certain arguments based on domestic requirements that 
have frequently been proffered by various countries in the past as 
a reason for declining to bring their discount rates into line with 
those of other countries would no longer hold water if a satisfactory 
system could be found of preventing the discount rate from having 
repercussions on the internal economy. In this way, with at least 
some of the prejudicial internal effects removed, co-operation would 
be easier to achieve and reasons for avoiding co-operation would 
become harder to find. 

Of course, it is not possible to “insulate” the discount rate 
— i.e. to prevent it from affecting the internal economy — for long; 
the internal and external markets are interrelated, even under the 
system of limited external (i.e. non-resident) convertibility, as are, 
too, the market for short-term official funds and that for short-term 
private funds. It cannot, however, be denied that certain measures 
are temporarily effective, especially if they are applied with due 
regard to the prevailing circumstances (19). We are still, it should 
be recalled, dealing with a partial approach — with co-operation on 
the surface. And this leads me to stress once again that the need 
for a general and systematic examination of the central features, 


(18) Cf. A. Ferrari: Politica monetaria. Evoluzione e aspetti odierni, Milan, 1959, 
Pp. 131, 132, 136 and 163. 

(19) For example, the payment of preferential rates on official funds alone presupposes 
a co-operative attitude on the part of central banks. And the allowing of interest on all 
sight funds in foreign currencies, as long as they are of foreign origin, would create certain 
difficulties for a country which had already reached the stage of full internal convertibility. 
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both external and internal, of the individual national economies is 
becoming more and more urgent. 

But despite the basically partial nature of an approach in the 
form of co-operation on the surface as described above, it might 
nevertheless be worth while for central banks to adopt a common 
and far-sighted attitude with regard to international short-term funds, 
which are tending to move in increasingly tortuous circuits, one 
on top of the other. In so doing, central banks should themselves pay 
less attention to the attractiveness of interest-rate differentials, the 
better to discern the ultimate purpose of certain movements of funds. 
On the other hand, even the justification for moving short-term 
money wherever interest rates are most propitious, on the basis of the 
so-called “ law of the market ”, is rather open to question; for these 
is no speculator who does not believe (or, at least, maintain) that 
he plays a useful rdle in quickening economic life. Let us not 
forget, however, that it was the wild movements of hot money and 
flight capital in the thirties that led to large-scale state intervention 
and control in the exchange field. Among the “ blessings ” of those 
days, too, we had competitive monetary devaluations. Let us beware 
today of competitive monetary revaluations... but to embark on this 
subject would make this talk too long! 


ALBERTO FERRARI 
Basel 








The Adventures of the Lira 


Professor Cipolla’s little book Le avventure della lira (1), covering 
twelve centuries of monetary history, is at once so interesting, so author- 
itative, and so unlikely to become available in English that it seems 
appropriate to attempt an article outlining its substance and summarizing, 
all too briefly, the material which the book presents. 

The lira, like the pound sterling and the old livre which eventually 
became the French franc, originated in a weight, the Roman libbra, which 
amounted to about 325 grams. Cipolla points out that this weight was 
not a money, although it formed the basis of the monetary system in 
that the weight of the coins was defined in terms of the libdra. 

Those coins, before Charlemagne, were the gold soldo and tremisse, 
the latter being simply one-third of the former. 

Charlemagne, defeating the Lombards and occupying a large part 
of Italy between 780 and 790, changed all this, introducing the monetary 
reform which his father and he had initiated in the kingdom of the 
Franks and which King Ethelbert II and then King Offa, probably on 
the example of the Carolingians, had effected in the kingdoms of Mercia 
and Kent. 

“In its final state the reform: 


(a) established silver monometallism in the monetary field; 

(b) introduced as sole legal metallic coin the silver denarius of 
which the mint had to deliver 240 for each pound (libbra) of silver 
received ; 

(c) increased the weight of the pound (libbra) itself from about 
325 grams to about 410 grams and perhaps more” (2). 

Charlemagne’s reform did not establish the lira as a monetary unit; 
that arose spontaneously. The denarius was a silver coin of 1.76 grams 


(1) Canto M. Crrotta, Le avventure della lira (Milan, Edizioni di Comunita, 1958). 
Hereafter cited simply by page. 
(2) P. 12. 
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weight, 0.950 fine (3); thus it contained 1.67 grams of pure silver, or about 
one-fourth less than an American dime (or ten cent piece), which is 
2.50 grams weight, 0.goo fine, making its silver content 2.25 grams. 
Given the primitive state of the economy in the eighth and ninth 
centuries, the prevalence of barter, and the high purchasing power of 
silver at that time, this was by no means a negligible coin. At the 
same time there were major transactions, such as the purchase of 
horses, land, or slaves, for which the denarius was not convenient, and 
the Carolingian reform had made no provision for coining a multiple 
of the denarius. Since for one libbra (weight) of silver people got 
240 denari in coins, people found it convenient to say “one lira” instead 
of “240 denari”, “three lire” instead of “720 denari”, or “3 lire 30 
denari” instead of “750 denari”. Cipolla likens this to the practise of 
measuring road distances in kilometers rather than meters, or the taxi- 
drivers’ habit of reading the meter as “three thirty” rather than spelling 
out “three hundred and thirty lire”. 

Thus begins the story of the lira, as a phantom money, a mere 
money of account, and such it remained for a thousand years. People 
talked of lire, bought and sold in terms of lire, without ever having seen 
or touched a coined lira; not until the eighteenth century was such a 
coin minted, and by that time it represented far less than a pound weight 
of silver! 

“ However, this strange phantom represented at its birth the unit of 
value of all or almost all the Christian West of that time. From the 
British shores of the Channel to the court of Aix-la-Chapelle, to the 
Paduan plain and the Tuscan hills, the silver lira (4) was the common 
unit of value and everywhere it meant 240 denari (5). The territorial 
conquests of the Carolingians and their connections with the kings of 
Mercia and of Kent had served to make of the Christian West a single 
monetary area distinct from the Byzantine monetary area on the one 
hand and the Moslem on the other”. 


(3) I.e., nineteen-twentieths silver and one-twentieth base metal; the decimal system 
is the most convenient way of describing alloys and will be used throughout this article, as 
in the book. 

(4) The word must be considered to include libbra, livre, pound, etc. 

(5) The English pound, though also 240 denari, was somewhat less than the continentak 
because the English penny weighed less than the denarius; 1.3 grams initially (presumably 
because the English were still working from a libbra of about 325 grams rather than the 
410 grams to which Charlemagne changed it; see first quotation above) and about 1.5 grams. 
later. P. 15, £/n 13. 
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“ The area of the lira never included all Italy, however. The southern 
limit of the area cut the peninsula in half. South of Rome either the 
Roman-Byzantine monetary tradition persisted or the influence of the 
Arabian coinage prevailed in the end. Rome itself represented a twilight 
zone” (6) where both the lira and the southern coinage were in use 
through a large part of the Middle Ages. 

The exchange between the old soldo of gold and the new silver 
denaro was eventually stabilized at 12 denari to the soldo. Soon, though 
the soldo was no longer coined, it became customary to say “one soldo” 
as a convenient way of describing “12 denari”. As this meant 20 soldi 
to the lira of 240 denari, we get the “1 lira=20 soldi=240 denari” rela- 
tionship which is easily recognized as the pounds-shillings-pence system 
still used in so large a part of the English speaking world (7). 

For more than a century there was no change in the weight and fine- 
ness of the Carolingian denarius (8), but by the first quarter of the tenth 
century we find a coin only 0.746 fine and by the time of the Ottos 
(961-983) the legal weight was only 1.420 grams, 0.833 fine, which meant 
less than 1.2 grams of pure silver (9). By that time however the mean- 
ing “240 denari” had become so firmly attached to the word “lira” that 
people continued to use it in that sense even though 240 denari now 
amounted to only 330 grams (0.833 fine) instead of 410 grams (0.950 fine). 
“The phantom money lira was thus moving away from the unit of 
weight from which it had taken its origin; the lira was no longer the 
libbra” (10). 

In a digression on the mediaeval purchasing power of the currency, 
the author explains that as the ratio of value between gold and silver 
was about 12 to 1 the Carolingian lira, representing about 390 grams 
pure silver, was worth something over 30 grams fine gold and the 
Ottonian lira of about 275 grams pure silver was worth less than 25 grams 


(6) P. 15. 

(7) P. 14, £/m 12, which also states that this usage continued in the other monetary 
systems of Western Europe until replaced by the decimal system under the influence of the 
French Revolution. Note also that we still abbreviate pounds, shillings and pence as though 
they were spelled lire, soldi and denari. 

(8) P. 16, where the author also expresses doubt whether this stability should be 
attributed to good administration or to economic stagnation. 

(9) Pp. 16-18, citing numerous authorities. 

(10) P. 19. 

(11) P. 19. The actual figures are 32% and 23, rounded to “over 30” and “ under 
25” respectively to avoid an impression of exactness not warranted by the limitations of the 
data, the imperfections of minting and alloying, etc. 
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fine gold (11). In terms of current United States dollars (12) these equi- 
valents come to about $35 and $27 respectively, but “in the time of 
Charlemagne, in northern Italy with... half a lira two little fields and 
a wood could be bought; one lira bought a slave; with eight lire one 
figured on buying five fine properties with their houses and all their 
lands and the accompanying woods” and at the beginning of the eleventh 
century, while the lira had already begun to fall, we have the sad tale 
of the heir who was forced to sell 18 measures of land in the Modenese 
including vineyards, ploughed fields, meadows and swamps to pay an 
ancestral debt of six lire! (13). 

“The period between the age of the Ottos and the middle of the 
thirteenth century was rich in events and profound innovations. Our 
monetary system assumed in that period a structure and features which 
it was then to maintain almost intact until the beginning of the current 
age. In many respects there is more difference between the Ottonian 
monetary order and the monetary order in the middle of the 1200s than 
between the latter and that existing almost five centuries and a half later 
on the eve of the French Revolution” (14). 

Three conspicuous developments were the decline of the denarius 
from the established mints (15), the appearance of new mints (16) and 
the formation of new monetary areas, and the appearance of new monies 
besides the denarius. 

Both old and new mints cut the weight and debased the alloy of 
the coins shamelessly, and no doubt competitively, so that before the 
end of the twelfth century we find a denarius from the Verona mint 
under half a gram, less than 0.250 fine, thus containing only 0.1 gram 
pure silver. A lira of 240 such denari would contain less than 25 grams 
of silver; allowing for inadequacy of the data and variation in available 
samples, the author concludes that the reduction in silver content, from 
275 grams around the year 1000, was in the order of 70% for the lira 
of Lucca, 80% for that of Pavia and 85% for that of Verona. Note too 
that with the mints not working to a common standard we no longer 


(12) Defined as the equivalent of 15 4/21 grains of gold 0.900 fine, which is 0.89 grams 
fine gold. In terms of silver dollars, the Carolingian and Ottonian lire would come to 
about $16 and $11 respectively, but the secular decline in silver having been much greater 
than in gold and silver being currently overvalued at the mint (i.e., the dollar containing 
less than 100 cents worth of silver) the author’s basis of comparison seems the sounder. 

(13) Pp. 19-20. 

(14) P. 20. 

(15) Pavia, Milan, Verona, Lucca and (less important at the time) Venice. P. 21. 

(16) Twenty-four by the end of the thirteenth century. Pp. 31-32. 
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have “the lira”, but a whole series of lire, each used chiefly in the 
area where it was minted (17). 

The eleventh and twelfth centuries were a period of increasing 
population and economic growth in northern and central Italy. The 
division of labor was accentuated and the country moved toward an ever 
more decisively monetary economy. Coined money tended to become 
the usual means of exchange and of payment, especially in the urban 
centers. The result was a great increase in the demand for money, at 
a time when it proved impossible to increase materially the output of 
silver. An effort was made to substitute more primitive currencies, such 
as pepper and similar goods, and there was a “rudimentary development 
of practises which would later become banking and credit institutions 
and organizations”. All this proved insufficient, however; “scarcity of 
silver or shortage of money” was the constant complaint, and it was 
met by inflating the currency — debasing the content and increasing the 
issue of coins. 

“What in practise was the mechanism through which the pressure 
of increased demand for money effected progressive debasement of the 
denarius, we do not know exactly”. It seems safe to say that the waning 
imperial authority, the multiplication of independent (or quasi-indepen- 
dent) governments with their own mints run as business enterprises, war 
and other expenses, all played a part in making multiplication of coins 
and reduction of their content the easiest way of meeting the demand. 

“The fall of the denarius was in my opinion rather a good than 
an evil. In substance it permitted the Italian society of the time to avoid 
having the inelasticity of offerings of the precious metals and the lack of 
an efficient credit mechanism exert a deflationary effect which would 
have strangled the process of economic development. However this was 
not a solution reasoned from a quite clear and logically thought out 
monetary policy. It represented rather the spontaneous and uncontrolled 
result of various forces and empirical reactions” (18). 

It is possible that the fall of the denarius at length began to stir 
opposition; it is certain that by the middle of the twelfth century the 
denarius had not only become too cheap but too small and too fragile 
for convenient use. The denarius of Verona weighing less than half a 
gram, for instance, was one-third smaller than the silver three cent piece 


(17) P. 22. 
(18) Pp. 29-32. 
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which the United States abandoned nearly a century ago and its silver 
content was only half a cent. Clearly there was need for a coin both 
larger and more valuable. 

The first move was made in Lombardy by Frederick I, who about 
1160 began the coinage of an “imperial denarius” containing a little 
less than 0.5 grams pure silver, or about twice as much as the then 
current denarius of Pavia or of Milan. “The new coin did not succeed 
at first in completely replacing the old; denari of Pavia and of Milan 
continued to circulate alongside the imperials at the exchange of two 
Pavian or Milanese for each imperial. But in this fashion it had a not- 
able success. The very mints of Milan, of Pavia and of other Lombard 
cities, allies or enemies of Barbarossa, set to work striking denari of the 
imperial type. A chronicler of the time says that already in 1175 ‘im- 
periales medolianses currebant per totam Ytaliam”’. And in course of time 
the imperial prevailed at length over every other denarius becoming in 
the course of the thirteenth century the means of exchange and the unit 
of account most used in the Lombard region and bordering zones”. 

Around the end of the twelfth century a reform along somewhat 
different lines was successfully tried at Venice and Genoa. The Venetian 
mint began striking a grosso or silver ducat 0.965 fine and about 2.2 grams 
weight, equivalent to 26 of the old local denari, and the mint at Genoa 
began to coin a grosso 0.960 fine and a little under 114 grams weight, 
worth 4 Genoese denari of the time. “In contrast with the imperial 
reform the Venetian and Genoese reform did not look to introducing 
controversially a revalued denarius in replacement of or competition with 
the current denarius. Not confused by political preoccupations, the 
Venetians and the Genoese had understood that what the economy needed 
was not a revaluation of the denarius but rather the creation of a mul- 
tiple of the denarius which was not to replace the latter but to work 
with it: not deflation but a rational set of means of payment. Having 
understood that the new unit need not replace the denarius enabled the 
Venetians and the Genoese to proceed so that their new coins should 
represent a value higher in proportion to the local currency than did 
the imperials in relation to the denari of Pavia or Milan”. This solution 
was eventually adopted in Tuscany too, after earlier experiments along 
the imperial line. 


“The final, revolutionary act of this century-long process of reform 
and innovation was accomplished in 1252”. With a decline in the value 
of gold as compared with silver, “Genoa and Florence coined a money 
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of pure gold 3.5 grams in weight (19), which took the name of “gold 
genovino’ at Genoa and ‘gold florin’ at Florence. In 1284 Venice fol- 
lowed this example and coined the ‘gold ducat’ (later called zecchino) 
with the same intrinsic characteristics as the florin and the genovino. The 
silver monometallism established by Charlemagne and respected for nearly 
five centuries was ended” (20). 

“In the monetary order which had at length been worked out by 
the middle of the thirteenth century and which lasted through succeeding 
centuries, the metallic currency in circulation came to be divided neatly 
into two groups. On one hand the customary denarius, reduced in 
intrinsic value, was confined exclusively to the area of local transactions 
as the usual means of exchange and payment in purchase and sale at 
retail, in settlement of wages, and in small and middling operations of 
local credit. On the other hand the larger silver coins and the gold 
florins (and in that term we include also, and will include hereafter, the 
genovini and the gold ducats) through the high unit value represented 
were soon isolated in the area of international transactions, of wholesale 
operations, and of high finance. The current language of the time under- 
lined this neat distinction, styling one monetary group ‘moneta piccola’ 
(little money) and the other ‘ moneta grossa” (big money). There is no 
doubt that this terminology originated from the different size of the silver 
pieces belonging to the two groups, but in course of time it assumed a 
significance entirely economic. Practically the two ‘monies’, that is the 
piccola and the grossa, instead of forming together the various but con- 
nected elements of a single organic monetary system, immediately formed 
two quite distinct monetary systems, each with its own distinct circula- 
tion, geographic, social and business. The consequences of this fact made 
themselves visible quite soon and represented for centuries the great 
unsolved problem of montary policy. 

“The inflationary forces which continued to operate were concen- 
trated on the ‘moneta piccola” which remained — as has been said — 
the money predominating in the internal circulation and which constituted 
the basic unit in the system of internal prices. It must be added that in 
the new situation inflationary pressure was further excited and accentuated 
among other things by the exclusively ‘internal’ character assumed by 


(19) Much like the pre-Roosevelt quarter-eagle or $2.50 gold piece, which was 4.18 
grams 0.900 fine. (Note by reviewer, not author). 


(20) Pp. 34-39. 
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the ‘moneta piccola’ and by the new mechanism of the system and of 
the money market (21). 

“While the ‘moneta piccola’ was being overturned by the converg- 
ing inflationary forces, the ‘moneta grossa’ — as has been said — was 
retiring into the rarefied atmosphere of international transactions and of 
high finance where economic motives and reasons of prestige alike 
sustained it in a privileged position of intrinsic stability. 

“One money continuing to slide and the other remaining stable or 
nearly so in the course of the centuries, necessarily the rate of exchange 
between the two monies went on increasing continuously and progres- 
sively... the ‘moneta grossa” did not and could not assume the functions 
and the role of multiple of the ‘moneta piccola” lacking the essential 
element, that is stability of rate. The problem from which the lira was 
born remained unsolved”. The florin in 1252 was designed to equal 
240 Florentine denari, but within twenty-five years it was worth 396 
denari; similar attempts at Venice in 1472, at Milan in 1474, and in 
Savoy in 1562 fared no better ... “the lira remained a phantom: the 
shadow two hundred and forty times lengthened of a petty money which 
continued to depreciate” (22). 

In the course of centuries the denarius fell in one place after another 
to the point where it could no longer be coined. At Milan and Venice, 
for instance, the last denari were struck in the first half of the sixteenth 
century. One mint after another had set itself to coining pieces of three, 
four, five, six and eight denari, and eventually “soldini” of twelve 
denari. The lira continued to mean 240 denari whether in the form of 
60 fours, 40 sixes, or 20 soldini. 

About 1252 the Genoese lira and the imperial lira of Milan appear 
to have represented about 70 grams pure silver, the Florentine about 35, 
and the Venetian about 20 — a far cry from the 390 of Charlemagne 
or even the 275 of the Ottos. At this time the French livre represented 
about 80 grams and the -pound sterling 320 grams, the latter unchanged 
since 991. By the end of the fifteenth century the Genoese lira had been 
reduced to less than 13 grams, the imperial to 8.6, the Venetian to 6.2 and 
the Florentine to 5.7. Now the French livre was about 22 grams and 


* 


(21) The mechanism which translated a rise of the “ exchanges” into an increase of 
profits and thus interested the entrepreneurial group in a policy of depreciation of “ moneta 
piccola” is analyzed in detail in C. M. Cirotta, Mouvements monétaires, pp. 25-27. 


(22) Pp. 43-47. 
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the pound sterling around 172. In each period the lira had fallen 
more (23). 

The declines from 1252 to 1500 were not continuous, being inter- 
rupted by periods of stability which might last from a decade to a 
generation. The author lists seven inflationary factors: 


(a) pressure of entrepreneurial groups; 


(b) increase in the demand for money; 


(c) management of the mints and technic of monetary issues; 
(d) difficulties in the balance of payments; 

(e) state expenses; 

(f) erosion and clipping of pieces in circulation; 


(g) fluctuation in the ratio of gold/silver values. 


These have a familiar sound, and the observation that “Sound and 
clear criteria for regulating the issues... were completely lacking” need 
not surprise us, but the idea that the management of the mints, whether 
farmed out or operated directly by the state, was directed by the profit 
motive, is strange to the modern mind. It must also be evident that the 
distinction between “big money” and “little money” tended to insulate 
the ruling classes from the adverse effects of inflation, to make it attractive 
to entrepreneurs, and to put a positive premium on its use to promote 
exports or cover state deficits (24). The author remarks that the govern- 
ing classes thought it more “ honestum” to cover deficits by debasing the 
currency than by raising taxes, citing examples (25). 

The greater depreciation in Italy as compared with France and more 
particularly England is ascribed to the greater rate of economic develop- 
ment (increasing the demand for money more rapidly), to control of the 
city governments by the social and economic groups interested in infla- 
tion, and to the greater importance of exports in these smaller states (26). 


(23) Pp. 47-53- 

(24) This suggests to the reviewer the interesting question whether foreign credits, 
particularly sterling, did not play the role of “ moneta grossa” in the inflations which were 
so numerous in South America in the nineteenth century. Such almost continuous inflation, 
repeatedly wiping out small savings, has been suggested as a major factor in preventing the 
formation of a middle class and creating those extremes of wealth and poverty which present 
such serious social and economic problems in many of those countries, To the extent that 
the ruling classes had their assets in real property or other tangibles or in foreign credits 
they were insulated from the burden of internal inflation, did not suffer from it, and had 
little reason to oppose it. 

(25) Pp. 53-55. 

(26) P. 57. 
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To what extent the reduction in silver content was reflected in rising 
wages and prices the author is not prepared to say; he tells us that 
historians report a rise in the value of silver from the eleventh century 
through the thirteenth, and again in the fifteenth, but “the reply to the 
problem is still hidden in the old papers in the archives” (27). 

The supply of the precious metals began to increase by the middle: 
of the fifteenth century; first Portugese gold from Africa and silver from 
the mines of Saxony, Bohemia and the Tyrol, and by the sixteenth cen- 
tury a flood of both metals from the Americas. The silver from Germany 
came first to Milan and Venice, but the metals from the west flowed 
more naturally to Genoa, and by the end of the seventeenth century we 
find the Venetian mint buying silver from that city. The trade with 
Portugal and Spain, to which the metals came from the New World, 
was dominated by the English, Dutch, French, and Genoese. “The center 
of gravity of international economic life was shifting to the west”. 

The increased supply of precious metals, especially silver, moved the 
ratio of gold/silver values from the range between 10 to 1 and 13 to I 
within which it had fluctuated since Roman times to 15 to 1 by the 
middle of the seventeenth century. Despite the increased supply the 
deterioration of the lira continued, presumably because most of the 
inflationary forces mentioned in previous paragraphs continued strong. 
By the end of the seventeenth century the Genoese lira had been reduced 
to about 4.9 grams pure silver content, the Milanese and Florentine to 
about 3.9, and the Venetian to 3.0. The lira of Savoy, introduced at 11.5 
grams in 1562, had been reduced by half, to 5.8 grams in 1700. Only 
the money of Florence, after the reforms of 1537-57, showed comparative 
stability, its shrinkage in the next century and a half being only about 
13% (from 4.5 grams to 3.9). 

On prices and wages data are somewhat better than for earlier 
periods, though by no means satisfactory. Such information as can be 
found, at Florence and Milan for instance, seems to indicate that in the 
half century of “ wars, devastation, famine, pestilence, and endless misery ” 
to 1550 and in the succeeding “Indian summer of the Italian economy 
with long term economic expansion and general economic reconstruction ” 
until about 1620, there was the usual inverse correlation between the 
intrinsic value of the currency and the price level, wages and prices 
advancing as the currency depreciated. During the balance of the seven- 


(27) Pp. 57-59. 
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teenth century however, “the tragic period of the economic decline of 
Italy, of the definite end of the economic supremacy of the Italians, of 
the passage of Italy from the privileged group of the developed countries 
to the great gray miserable mass of the underdeveloped countries” the 
correlation seems to have been positive, prices in Milan for instance 
falling about 40% even though the silver parity of the lira was reduced 
20%. Evidently the collapse of effective demand which accompanied the 
“tragic economic decline” outweighed the purely monetary factors (28). 

“In the monetary field too the Eighteenth was the century of 
reform”. The Enlightment sought to bring order out of the confusion 
inherited from the Middle Ages, to have a limited number of coins 
which should be multiples or fractions of one another, to stabilize the 
relation between “big money” and “little money”, to give a body to 
the long phantom lira, and to fixe once for all the metallic parity of the 
coinage. 

The lira had now reached a point where if coined it would no 
longer be “big money” suitable only for wholesale trade, international 
transactions or high finance, but could be expected to pass from hand 
to hand in every day trade. The “little money” had declined to a sub- 
sidiary role, like the fractional currency of our day, and the dual system 
had practically disappeared. Genoa “finally gave body to the current 
Genoese lira” by coining a madonnina in 1745 (29). At the eve of the 
French Revolution the Genoese lira contained about 3.5 grams pure silver, 
the Milanese 3.5, the Florentine 3.8, the Venetian 2.4 and the Savoyard 5.4. 
It is interesting to see the Florentine practically unchanged from the 
beginning of the century, the Savoyard reduced less than 10% and the 
Milanese little more; even the Venetian declining 20% and the Genoese 
nearly 30% did not look as bad as in earlier centuries (30). 

At this point we must turn to France for a minute. On the eve 
of the Revolution, the French livre of 20 soldi or 240 denari, represented 
4.5 grams of pure silver. In 1795 it was “established that: (a) the mone- 
tary unit should be called the franc; (b) the franc should be divided into 
10 dimes and the dime into 10 centimes; (c) the silver money should be 
g parts pure silver and one part alloy; (d) the one franc piece should 
weigh 5 grams”. In 1803 it was further “established that: (a) the franc 


(28) Pp. 59-69. 
(29) Pp. 71-74. Other states probably did likewise; the exact content of various reforms 
identified by place and date is not stated. 


(30) P. 75. 
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monetary unit must weigh 5 grams of silver 0.900 fine; (b) there would 
also be coined gold pieces 20 and 4o francs 0.900 fine with unit weights 
of 6.451612 grams and 12.903224 grams respectively (by which the franc 
came to equal in fine gold 0.2903225 grams); (c) coinage was unlimited 
and whoever brought gold and silver to the mint would not have to pay 
anything but the actual expense of coinage... Thus France came to put 
itself on a regime of bimetallism at the gold/silver ratio of 15.5 to 1” (31). 

The franc and the decimal system followed the revolutionary armies 
into Italy, first into Piedmont, then in 1805 into Genoa and Liguria, and 
with the institution of the Napoleonic Kingdom of Italy into Lombardy 
and the Venetian area. The decree of 1806, ordering that the money of 
the Kingdom of Italy should be “uniform with the legal money already 
in circulation in our Empire of France”, established the first coin carry- 
ing the name “Italian lira”, of silver 5 grams weight 0.900 fine, with 
gold coins of 20 and 40 lire. 

After Waterloo, attempts were made to re-establish the old currencies, 
and in the Lombard-Venetian areas an Austrian currency, but the key 
decision was that of Piedmont to go ahead with “the new lira of Pied- 
mont”. This Napoleonic lira, of 4.5 grams pure silver or 0.290322 grams 
fine gold (subdivided into 100 centimes rather than 20 soldi) became at 
Unification the money of the Kingdom of Italy. 

Actually, since by 1862 the 15.5 gold/silver ratio adopted by the 
countries of the Latin Monetary Union (32) somewhat undervalued silver 
and would, through the working of Gresham’s Law, have driven that 
metal out of circulation, the lire were actually coined with only 4.175 
grams pure silver, issued in limited amount, and good for payments only 
up to 50 lire, the state undertaking to maintain their convertibility into 
gold. Within a generation, however, the declining price of silver and 
the fear of being swamped with that metal as Germany, the United 
States and otherecountries switched to the gold standard, had led the 
Latin Monetary Union to successive steps the effect of which was to 
abandon bimetallism in favor of a monometallic gold standard (33). 

In 1861, the total Italian circulation of money and equivalents is 
estimated at 1,500 million lire, of which about 75° was metallic money, 
15% bank notes, and 10°% bank deposits, including savings deposits. The 
proportion was not very different in 1866, when the combination of an 


(31) Pp. 75-77, citing R. Sepwtor, Le franc, pp. 79 and 167-173. 
(32) Belgium, France, Greece, Italy and Switzerland. 
(33) Pp. 77-89, with numerous citations. 
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international financial crisis and the prospect of war with Austria threa- 
tened collapse of Italian finances. The latter were shaky enough at best 
— an unfavourable balance of payments, revenues but half the state 
expenses, a disturbing increase in foreign debt. It was thought necessary 
to issue a legal tender decree, assuring the state a loan of 250 millions 
from the National Bank and declaring bank notes legal tender. This 
act has remained in force ever since, although a temporary condition of 
de facto convertibility did prevail for a few years at the opening of the 
twentieth century, “the period of ‘paper at a premium over gold’: the 
period that our fathers remember with such nostalgia”. The legal defini- 
tion of the lira remained unchanged until the First World War; 0.29032258 
grams fine gold per lira equivalent to 3.44 lire per gram, and gold sold 
at or below that price in several years of the 1880s and in every year 
from 1903 through 1911 (34). 

Meanwhile, as in other countries, the use of paper money and bank 
credits increased. By 1911 the metallic circulation was about 15% lower 
than in 1861, but the outstanding paper money had increased fifteen times 
and bank credit more than forty times; of the 10,829 million total, coins 
represented only 9%, paper money 28%, and bank credit 63%. By 1921 
coin had disappeared, except for fractional currency, and the 48,776 mil- 
lion total was represented by 1% such petty cash, 49% paper money, 
and 50°% bank credit. By 1951 the total was 5,117,709 millions, of which 
coin was negligible, paper money less than 30%, and bank credit more 
than 70%. The price of gold rose to 15.68 lire per gram in 1921, after 
the first war and its inflation and to 17.09 in 1926. Then a planned 
deflation reduced the price to 12.64 in 1928, and the world depression 
brought it to 11.45 in 1933. By 1938, after the Ethiopian War and 
rearmament but before the Second World War, it had risen to 21.38. 
That figure prevailed nominally into 1943, but thereafter it rose to 703.13 
in 1955 (35): 


So far as purchasing power is concerned, that was remarkably 
stable before the First World War, the official index of the cost of living, 
based on 1913 as unity, varying between 0.868 in 1871 and 1.065 in 1874 
(the only decade, incidentally, in which it showed any such range). By 
1918 it had risen to 2.641 and by 1926 to 5.167, from which it was 
reduced to 3.381 in 1934. By 1943 it had risen to 11.880, despite wartime 


(34) Pp. 89-95. 
(35) Pp. 92-95, with accompanying tables. 
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controls; by 1947 to 198.875 and by 1959 to 289.728 (36), although infla- 
tionary pressures have been pretty well controlled for the last decade. 

“... The lira has so deteriorated in the course of centuries that we 
must always compute with figures in the order of hundreds, thousands 
and millions. Enterprises of some importance frankly have to use bil- 
lions for their statements. Even in daily trade the one lira coin is no 
longer useful. We are constantly forced to use pieces — coin or paper — 
of 10, 50, 100, 500, 1000, 10000 lire. Coins of one lira or a little more 
are no longer seen. The lira again becomes a phantom ”(37). 


New York DonaLp M. Street 


(36) Official table among appendices, pp. 122-23. 
(37) Pp. 96, 98. 
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